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SALUTATION
April 11, 2007

Honorable Alfred W. Gross
Chairman, NAIC Financial
Condition Committee
2301 McGee, Suite 800
Kansas City, Missouri 64108-2604

Honorable Matthew Denn
Delaware Department of Insurance
841 Silver Lake Boulevard
Dover, Delaware 19904

Honorable Thomas E. Hampton
Secretary, Northeastern Zone (I), NAIC

Honorable Julie McPeak
Secretary, Southeastern Zone (II), NAIC

Honorable Merle D. Scheiber
Secretary, Midwestern Zone (III), NAIC

Honorable Kent Michie
Secretary, Western Zone (IV), NAIC
Utah Department of Insurance
3110 State Office Building
Salt Lake City. Utah 84114-1201

Commissioners:

In compliance with instructions and pursuant to statutory provisions contained in

Certificate of Authority No. 06.007, dated February 24, 2006, an Association examination has

been made of the affairs, financial condition and management of the

LEXINGTON INSURANCE COMPANY

hereinafter referred to as “Lexington”, “Company” or “LIC” and incorporated under the laws of

the State of Delaware as a stock company with its statutory home office located at 2711

Centerville Rd, Suite 400, Wilmington, Delaware. The examination was conducted at the main

administrative office of the Company, located at 70 Pine Street, New York, NY 10270.

The report of this examination is submitted herewith.
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SCOPE OF EXAMINATION

The last examination was conducted as of December 31, 2002. This examination covers

the period since that date through December 31, 2005, and consisted of a general review of the

Company’s business policies and practices, management, any corporate matters incident thereto,

a verification and evaluation of assets and a determination of liabilities. Transactions subsequent

to the latter date were reviewed where deemed necessary.

The format of this report is designed to explain the procedures employed during the

examination and the text will explain changes wherever made. If necessary, comments and

recommendations have been made in those areas in need of correction or improvement. In such

cases, these matters were thoroughly discussed with responsible officials during the course of the

examination.

The general procedures of the examination followed the rules established by the

Committee on Financial Condition Examiners Handbook of the National Association of

Insurance Commissioners (“NAIC”) and generally accepted statutory insurance examination

standards consistent with the Insurance Laws and Regulations of the State of Delaware. In

accordance with the aforementioned Handbook, the consulting firm of INS Services, Inc

performed an information systems review. The 2005 workpapers of the Company’s outside audit

firm were made available during the examination. These workpapers were extensively reviewed

and used wherever possible. In addition, the examiners met regularly with senior managers and

supporting staff of the Company’s audit firm throughout the planning phase (primarily), and as

needed during the field work phase in an effort to best leverage their work, analysis and specific

knowledge of critical areas under review.
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In addition to items hereinafter incorporated as a part of the written report, the following

areas were checked and made part of the work papers of this examination.

Fidelity Bonds and Other Insurance
Statutory Deposits
Employees’ Welfare
NAIC Ratios
Legal Actions
All Asset & Liability Items not Mentioned

LIC operates as lead company of American International Group Inc.’s (“AIG”) property

and casualty Surplus Lines Pool, a.k.a. the Lexington Pool or Surplus Lines Pool, managed by

the Domestic Brokerage Group (“DBG”). Other members of the Surplus Lines Pool are Starr

Excess Liability Insurance Company Ltd (“SELIC” or “Starr Excess”), a Delaware domestic, and

Landmark Insurance Company (“LAND” or “Landmark”), a California domestic, both of which

were examined concurrently with LIC.

These concurrent examinations were conducted in accordance with the Association Plan

of Examination guidelines established by the NAIC. No other states participated in the

examination of LIC.

In addition to the Surplus Lines Pool examinations, and upon consultation with other

state insurance regulatory authorities, concurrent and coordinated examinations were also

performed on other member insurance companies of AIG’s DBG. As a result of these concurrent

examinations, participating states wherever possible, collaborated to best coordinate general

examination approaches, procedures, staff resources, and shared common results. Other member

states participating in the coordinated examination of DBG and non-DBG managed companies

were as follows:
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Commercial Pool – DBG Managed
National Union Fire Insurance Company of Pittsburgh, Pa (PA)
Birmingham Fire Insurance Company of Pennsylvania (PA) (n/k/a AIG Casualty Company)
The Insurance Company of the State of Pennsylvania (PA)
Granite State Insurance Company (PA)
American International South Insurance Company (PA)
New Hampshire Insurance Company (PA)
American Home Assurance Company (NY)
Commerce and Industry Insurance Company (NY)
AIU Insurance Company (NY)
Illinois National Insurance Co. (IL)

Stand Alone Entities - DBG Managed
American International Specialty Lines Insurance Company (AK)
Audubon Insurance Company (LA)
National Union Fire Insurance Company of Louisiana (LA)

Stand Alone Entities - Non-DBG Managed
AIG Global Trade & Political Risk Insurance Company (NJ)

Refer to the filed examination reports of the participating states for the specific findings and

conclusions of their individual legal entity insurance companies. This Report on Examination

will address the specific findings and conclusions of LIC, and by general reference, those of the

other Surplus Lines Pool participants, SELIC and LAND, the examination reports of which were

filed separately.

HISTORY

The Lexington Insurance Company was incorporated on March 31, 1965 under the laws

of the State of Delaware and began business on April 1, 1965. The Company commenced

business by assuming substantially all of the in-force business of the First State Insurance

Company, also a Delaware corporation. At the time of incorporation, the Company was 100%

owned by AIG, a Delaware holding Company.

On December 31, 1985, AIG transferred its ownership of the Company as follows; 70%

to National Union Fire Insurance Company of Pittsburgh, Pa (“NUFIC”), 20% to The Insurance
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Company of the State of Pennsylvania (“ICP”) and 10% to Birmingham Fire Insurance Company

of Pennsylvania (“BFIC”), all of whom are members of AIG..

CAPITALIZATION

Common Capital Stock

The Certificate of Incorporation, as amended, provides that the authorized capital stock of

the Company shall be 5,000,000 shares of $5 par value common stock. At December 31, 2005,

1,000,000 shares were issued and outstanding, resulting in total capital stock of $5,000,000.

In 2004, the Company reported a capital contribution of $496,026, which consisted of the

unamortized book value of electronic (“EDP”) equipment previously under lease by AIG Credit.

Although there is no regulation prohibiting the contribution of EDP equipment to a company's

surplus, the issue is whether or not a company may take credit for it. In accordance with NAIC

Annual Statement Instructions, 18 Del.C. §1101(13), 18 Del.C. §526(a), SSAP 4(3)(a), and

SSAP 16, the unamortized book value of EDP equipment should be non-admitted for Annual

Statement reporting purposes. Refer to Exception 6/28 in the “Accounts and Records” section of

this Report, under the caption “Accounts and Records Findings” for the associated

recommendation regarding compliance with NAIC Annual Statement Instructions and 18 Del.C.

§526(a), which states in part,

“(a) …The statement filing shall be the annual statement form approved by the
National Association of Insurance Commissioners (“NAIC”) prepared in
accordance with NAIC annual statement requirements and NAIC accounting
practices and procedures manual, except, as otherwise prescribed or permitted by
this title or by the Commissioner.”

Therefore,
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It is recommended that the Company report EDP equipment in accordance
with NAIC Annual Statement Instructions, 18 Del.C. §1101(13), SSAP 4(3)(a),
and SSAP 16, and non-admit the value of EDP equipment.
Exception 1/28

In addition to the above, refer to the “Notes to Financial Statements” section of this

Report, under the caption “Gross paid in and contributed surplus” for the associated financial

adjustment.

Dividends

The Company paid $26,000,000, $26,000,000 and $13,000,000 in stockholder dividends

in 2003, 2004 and 2005, respectively, to its Parent companies, based on their percentage

ownership. All dividends paid during the examination period received proper regulatory

approval from the state of Delaware, as required under 18 Del.C. §5004(e)(1), which states,

“(e) Reporting of dividends to shareholders. –

(1) Subject to § 5005(b) of this title, each registered insurer shall provide
notice to the Commissioner of all dividends and other distributions to
shareholders within 5 business days following the declaration thereof and at
least 10 days prior to the payment thereof.”

Reconciliation of Capital and Surplus

The following reconciliation of capital and surplus for the period December 31, 2002 to

December 31, 2005, was extracted from the Company’s filed Annual Statements and does not

reflect examination changes:
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Capital and Surplus, December 31, 2002 $1,763,654,458
Net income $300,767,687
Change in net unrealized capital gains or (losses) 39,640,251
Change in net deferred income tax 67,240,569
Change in non-admitted assets (33,275,225)
Change in provision for reinsurance 1,447,274
Dividends to stockholders (26,000,000)
Aggregate write-ins for gains and losses in surplus

Federal tax adjustment - prior year 2,813,017
Unrealized foreign exchange adjustment 117,507

$352,751,080

Capital and Surplus, December 31, 2003 $2,116,405,538
Net income $71,639,091
Change in net unrealized capital gains or (losses) 133,345,267
Change in net deferred income tax 108,178,166
Change in non-admitted assets (93,443,344)
Change in provision for reinsurance (900,974)
Surplus adjustment: Paid in 496,026
Dividends to stockholders (26,000,000)
Aggregate write-ins for gains and losses in surplus

Unrealized foreign exchange adjustment 172,129
Other surplus adjustments 5,172,658
*Correction for error - Restatement (88,913,613)

$109,745,406

Capital and Surplus, December 31, 2004 $2,226,150,944
Net income $315,820,837
Change in net unrealized capital gains or (losses) 67,514,913
Change in net deferred income tax 61,849,019
Change in non-admitted assets 67,970,646
Change in provision for reinsurance (68,093,391)
Dividends to stockholders (13,000,000)
Aggregate write-ins for gains and losses in surplus

Unrealized foreign exchange adjustment 33,138
*Correction for error - Restatement (93,396,182)

$338,698,980

Capital and Surplus, December 31, 2005 $2,564,849,924

* As a result of regulatory inquiries into certain transactions, AIG conducted an on-going

internal review of its accounting policies, systems, information management and certain
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transactions from January 2000 to May 2005. Refer to the “Financial Impact Resulting from

Remediation” section of this Report for more information related to this matter.

MANAGEMENT AND CONTROL

Stockholders

In accordance with Company bylaws, the annual meeting of the stockholders shall be

held at such time and place as the Board of Directors shall designate. The Board of Directors

may, in its sole discretion, determine that the meeting may be held solely by means of remote

communication. The Stockholders or Board of Directors may call special meetings for any

purpose or purposes when required by the General Corporate Law to do so.

Board of Directors

The Company’s amended Certificate of Incorporation provides that all corporate powers

of the Company be managed by a Board of Directors. The Company’s bylaws stipulate that the

Board of Directors shall consist of not less than one (1) member or as may be determined from

time to time by action of the stockholders or the Board of Directors. The term of office for all

Directors shall be one year. Each Director shall continue to hold office until his term has expired

or until his successor has been elected and qualified or until his death or removal or resignation.

At December 31, 2005, the members of the Board of Directors together with their

principal business affiliation were as follows:

Name and Date Elected Principal Business Affiliation
Kevin H. Kelley (1), Chairman Senior Vice President, AIG
Merton B. Aidinoff (1) Retired Partner, Sullivan & Cromwell
Kristian P. Moor (1) Executive Vice President, AIG
Win J. Neuger (1) Executive Vice President & CIO, AIG
Ernest T. Patrikis (1) Senior VP & General Counsel, AIG
Steven J. Bensinger (2) Executive Vice President & CFO, AIG
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Charles H. Dangelo (2) Vice President, AIG
David L. Herzog (2) Senior Vice President & Comptroller, AIG
Robert S. Schimek (2) Senior Vice President & Treasurer, certain AIG

subsidiaries including the Company
(1) Elected prior to 2003
(2) First elected in 2005

Committees

In accordance with the Company’s bylaws, the Board may designate committees by

resolution that set forth the powers and authority of the committee. An Executive Committee of

the Board of Directors was designated and was comprised of the following members:

Kevin H. Kelley - Chairman
Steven J. Bensinger
Kristian P. Moor

The bylaws indicate that the Executive Committee will be comprised of the President and

such number of other directors, as the Board of Directors deems appropriate. Article IV, Section

1 of the bylaws states that the President may, but need not be a Director. The President of the

Company is not a Director, and is not serving on the Executive Committee of the Board,

therefore,

It is recommended that the Company comply with its bylaws regarding the
role of its President and the Executive Committee.
Exception 2/28

There were no other operating committees appointed by the Board of Directors during the

period under review.

Officers

In accordance with the Company’s bylaws, the Board of Directors may elect a Chairman

of the Board, a President, one or more Vice Presidents, one or more Assistant Vice Presidents, a

Secretary, one or more Assistant Secretaries, a Treasurer, one or more Assistant Treasurers, and
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any other such officers as the Board deems necessary. Only the Chairman is required to be a

Director. At December 31, 2005, the Company’s principal officers and their respective titles

were as follows:

Officer: Title:

Kevin H. Kelley Chairman, Chief Executive Officer
Shaun E. Kelly President, Chief Operating Officer
Elizabeth M. Tuck Secretary
Nicholas E. Anselmo Executive Vice President
Richard H. Bucilla Executive Vice President
Robert S. Schimek Senior Vice President, Treasurer
Andrew P. Archambault Senior Vice President
David J. Bresnahan Senior Vice President
Elisha E. Camp Senior Vice President
Charles H. Dangelo Senior Vice President
Frank H. Douglas, Jr. Senior Vice President, Actuary
Peter J. Eastwood Senior Vice President
Neil A. Faulkner Senior Vice President
John F. Grahm Senior Vice President
Kenneth V. Harkins Senior Vice President, General Counsel
David A. Jordan Senior Vice President
Mary E. McCoy Senior Vice President
Stephen J. Paris Senior Vice President
Alan R. Perron Senior Vice President
Vincent N. Pugliese Senior Vice President
Charles R. Schader Senior Vice President
Douglas G. Story Senior Vice President
George R. Stratts Senior Vice President
Ervino J. Valle Senior Vice President
Nicholas C. Walsh Senior Vice President
John G. Willett Senior Vice President

In addition to the above officers, additional vice presidents, assistant vice presidents and

other assistant officers were also appointed.

Numerous changes in directors and officers occurred during the period under review. As

required, proper notification was provided to the Delaware Department of Insurance.
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Conflicts of Interest

AIG maintains both a formal written conflict of interest policy and questionnaire, which

company officers, directors, and key employees of AIG and its subsidiaries must fill out on an

annual basis. Where possible conflicts are disclosed, Company officials scrutinize them further

to determine if corrective action is necessary. Conflict of interest questionnaires are not required

for principles of managing general underwriters, third party administrators or independently

contracted consultants.

Although our review of the conflict of interest questionnaires completed during the

examination disclosed no conflicts of interest that appeared to adversely affect the Company, the

Company failed to obtain and maintain on-site Conflict of Interest Statements for some officers

and directors. Therefore, as also noted in the prior examination,

It is recommended that the Company ensure that procedures requiring the
execution of conflict of interest statements for Officers, Directors and key
employees be updated yearly in accordance with AIG’s Code of Conduct and
AIG’s Code of Conduct Re-Certification and Questionnaire.

Furthermore,

It is recommended that the Company maintain copies of all completed
conflict of interest questionnaires on-site and available for future
examination in accordance with NAIC Annual Statement Instructions and 18
Del.C. §526(a).
Exception 3/28

Certificate of Incorporation and Bylaws

By resolution of the Board of Directors dated September 15, 2003, the Certificate of

Incorporation and bylaws were restated in their entirety. The restated Certificate of
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Incorporation was filed with the Secretary of State on January 14, 2004 as required, and the

restated Certificate and bylaws were provided to the Department of Insurance.

HOLDING COMPANY SYSTEM

The Company is a member of an Insurance Holding Company System. The immediate

parents of the Company at December 31, 2005 were National Union Fire Insurance Company of

Pittsburgh, Pa (PA) – 70%, The Insurance Company of the State of Pennsylvania (PA) – 20%,

and Birmingham Fire Insurance Company of Pennsylvania (PA) – 10%, all of whom are

members of AIG.. TThe Company has two insurance subsidiaries, Japan International Accident &

Fire Insurance Company, Ltd (Japan), of which it had a 50% ownership interest, and AIG

Centennial Insurance Company (PA), of which it had a 100% ownership interest.

The following presentation of the holding company system reflects only the identities and

interrelationships between the Company and its immediate parent, affiliates and subsidiaries as

of December 31, 2005:

Company Domicile % own
American International Group, Inc. Delaware

National Union Fire Insurance Company of Pittsburgh, Pa Pennsylvania 100%
Starr Excess Liability Insurance Company Ltd. Delaware 100%

Starr Excess Liability Insurance International Limited Ireland 100%
Lexington Insurance Company Delaware 70%

Japan International Accident & Fire Insurance Company, Ltd. Japan 50%
AIG Centennial Insurance Company Pennsylvania 100%

AIG Auto Insurance Company of New Jersey New Jersey 100%
AIG Preferred Insurance Company Pennsylvania 100%
AIG Premier Insurance Company Pennsylvania 100%

AIG Indemnity Insurance Company Pennsylvania 100%
The Insurance Company of the State of Pennsylvania Pennsylvania 100%

Lexington Insurance Company Delaware 20%
Birmingham Fire Insurance Company of Pennsylvania Pennsylvania 100%

Lexington Insurance Company Delaware 10%
Landmark Insurance Company California 100%
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AIG, a Delaware corporation, is a holding company which, through its subsidiaries, is

engaged in a broad range of insurance and insurance-related activities in the United States and

abroad. AIG’s primary activities include both General Insurance and Life Insurance &

Retirement Services. Other significant activities include Financial Services and Asset

Management. As of December 31, 2005, AIG possessed assets totaling $853 billion, shareholder

equity of $86.3 billion, and earned net income of $10.5 billion on total reported revenues of $109

billion.

A review of the Annual Form B and Form C filings made by American International

Group, Inc. on behalf of the Company for all years under examination revealed that the

Company had complied with the requirements of Delaware Regulation 13.

TERRITORY AND PLAN OF OPERATION

Territory

As of December 31, 2005, the Company was licensed to transact multiple lines of

insurance business in the State of Delaware. The Company is an eligible surplus lines insurer in

the remaining 49 states, the District of Columbia, the territory of Puerto Rico, and the U.S.

Virgin Islands. The company is also registered to transact business in Canada, Great Britain,

Bermuda, and Hong Kong. No new jurisdictions were added during this examination period.

Plan of Operation

For the year ending December 31, 2005, approximately forty-nine percent (49%) or

$2,460,271,076 of the Company’s direct premium was written in five states: California, 16.3%;

New York, 10.3%; Florida, 9.8%; Texas, 8.1%; New Jersey, 4.7%. Direct written premiums of

the Company’s fifty-two (52) other jurisdictions amounted to approximately 51% or
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$2,560,690,304. Refer to the “Accounts and Records” section of this Report, under the caption

“Miscoded Direct Written Premiums” for comments regarding exceptions identified in the

Company’s recording / reporting of direct written premiums.

Lexington is the largest surplus lines writer in the industry. As a surplus lines writer, the

Company focuses on insuring those risks for which conventional insurance companies do not

readily provide insurance coverage, either because of complexity or because the coverage does

not lend itself to conventional insurance contracts.

The Company writes substantially all lines of property and casualty insurance with an

emphasis on U.S. commercial business. In addition to writing substantially all classes of

business insurance, including large commercial and industrial property insurance, excess

liability, medical malpractice, inland marine, environmental, and excess and umbrella coverage,

the Company offers many specialized forms of insurance such as equipment breakdown,

directors and officers liability (D&O), difference in conditions, and various types of errors and

omissions coverage. Through AIG's risk management operation, the Company provides

insurance and risk management programs to large corporate customers, whereas through AIG's

risk finance operation, the Company is a leading provider in customized structured products.

Beginning December 31, 1998, Lexington entered into an inter-company pooling

agreement with two AIG affiliates, LAND and SELIC, known as AIG's Surplus Lines Pool or

Lexington Pool with pooling percentages as follows: Lexington - 80%, Starr Excess - 18%, and

Landmark - 2%. The Company also assumes reinsurance from other carriers and AIG affiliates.

The approach to reinsurance structures varies by line of business and size of portfolio. Retention

under its Program portfolio is significantly lower than most of its directly written books of

business. Traditionally, Lexington has been a big purchaser of pro rata treaty reinsurance.
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Facultative reinsurance is purchased on all lines of business to provide capacity or to supplement

treaty reinsurance. Refer to the “Intercompany Agreement” section of this Report, under the

caption “Intercompany Pooling Agreement” for additional comments regarding the

intercompany pooling arrangement. Refer to the “Reinsurance” section of this Report for details

regarding the Company’s reinsurance program.

Agency Relations and Third Party Administrators

Lexington markets its products through a diversified distribution system, selling 64%

through retail producers, 9% through wholesale, 18% through program administrators, and 9%

sold through London producers.

The Company accepts business mainly from insurance brokers, enabling selection of

specialized markets and retention of underwriting control. Any licensed insurance broker is able

to submit business to the Company, but such broker usually has no authority to commit the

Company to accept the risk. Approximately 71% of Lexington’s direct business is placed by 37

surplus lines brokers located throughout the country. These 37 surplus lines brokers are 100%

owned by a holding company, Risk Specialists Companies, Inc. (an affiliated Company). The

Company utilizes the services of certain program administrators and third party administrators

for policy issuance and administration, underwriting and claims adjustment services. In addition,

the majority of the facultative business is produced through the broker market, and as discussed

under the “Reinsurance” section of this Report, the majority of treaty business is with affiliates.

Best’s Rating

Based on A.M. Best's current opinion of the consolidated financial condition and

operating performance of AIG’s Surplus Lines Pool, the three pool members were assigned a

Best's rating of A+ (Superior) for the year ending 2005.
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GROWTH OF THE COMPANY

The following information was extracted from copies of the Company’s filed Annual

Statements, for each year indicated, and covers the period from the Company’s last examination.

Surplus as Change in Direct Net
Net Admitted Regards to Capital and Premiums Premiums

Year Assets Policyholders Surplus Written Earned Net Income
2005 $10,605,683,804 $2,564,849,924 15.21% $5,020,961,382 $3,199,681,398 $315,820,837
2004 8,941,151,310 2,226,150,944 5.19% 4,904,332,654 2,978,088,698 71,639,091
2003 7,209,726,302 2,116,405,538 20.00% 4,551,449,816 2,385,045,789 300,767,687
2002 5,163,338,063 1,763,654,458 1.00% 3,609,932,132 1,407,578,260 115,903,120

From its last examination, the Company has doubled in total asset size, principally due to

favorable insurance market conditions leading to advantageous pricing, its on-going success in

loss control, and the purchase of several GE companies in 2003. Refer to the caption

“Acquisition of General Electric (“GE”) Companies” in this section of the Report for details

regarding this acquisition.

During 2005, Gross Written Premium (GWP), declined by $85.6 million (or 1.4%) while

Net Written Premium (NWP) and Net Earned Premium (NEP) increased from their 2004 levels

by $265.8 million (8.3%) and $221.6 million (7.4%), respectively. Increase in NWP was largely

due to increase in Company’s net retention level and the non-renewal of its Corporate Casualty,

Casualty Aggregate Stop-Loss, and Supplemental Aggregate Stop-Loss treaties in 2005.

Increase in NEP was driven by the increase in NWP.

During 2005 incurred losses and Loss Adjustment Expense (LAE) increased only by

$66.0 million (or 2.6%), in contrast to the increase in NEP of 7.4%. This resulted in a decreased

combined Loss and LAE ratio from 86.7% in 2004 to 82.7% in 2005. The decline in the

combined loss ratio was principally due to the $82.8 million in favorable loss development
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experienced on prior accident year coverage. The Company’s loss ratio includes a charge of

$760.0 million for losses associated with Hurricanes Katrina, Rita, and Wilma.

Acquisition of General Electric (“GE”) Companies

Lexington Insurance Company purchased a 100% interest in GE Property & Casualty

Insurance Company on August 29, 2003. Included in the acquisition was the private passenger

auto liability, private passenger auto physical damage, homeowners’ multiple peril and personal

umbrella business written by the acquired company and its subsidiaries. All other business of the

acquired company and its subsidiaries that was retained by an affiliate of GE pursuant to

reinsurance agreements that were executed in connection with the acquisition. The following

schedule shows the GE companies acquired by LIC:

AIG Centennial Insurance Company (f.k.a. GE Property & Casualty Insurance Co) 100%
AIG Auto Insurance Company of New Jersey (f.k.a. GE Auto & Home Assurance Co) 100%
AIG Preferred Insurance Company (f.k.a. Bayside Casualty Insurance Co) 100%
AIG Premier Insurance Company (f.k.a. GE Casualty Insurance Co). 100%

AIG Indemnity Insurance Company (f.k.a. GE Indemnity Insurance Co). 100%

As of December 31, 2005, these companies were valued at $323,024,915 within the

common stock portfolio of LIC.

In addition to the aforementioned acquisitions, AIG acquired 100% ownership of GE

Edison Life Insurance Company.

Refer to the “Intercompany Agreement” section of this Report, under the caption

“Guarantee Agreements with Acquired GE Companies” for details regarding guarantee

agreements issued by LIC with regards to the aforementioned GE companies. Additionally, refer

to “Intercompany Agreement” section of this Report, under the caption “(Guarantee) Agreement

between American International Group, Inc and LIC,” which was issued by AIG in support of

Lexington’s guarantees issued to the newly acquired GE companies.
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REINSURANCE

The Company had the following reinsurance programs and agreements in effect as of

December 31, 2005:

General

The Company assumes all authorized lines of business from affiliates and non-affiliates

on a treaty and facultative basis. The largest net aggregate amount insured under any one risk

(excluding workers compensation) is limited to $48,832,000. For 2005, the Company reported

the following distribution of net premiums written:

Direct Business $5,020,961,382
Reinsurance Assumed From Affiliates 1,036,850,241
Reinsurance Assumed From Non-Affiliates 180,041,365
Total Direct and Assumed $6,237,852,988

Reinsurance Ceded to Affiliates 2,013,778,159
Reinsurance Ceded to Non-Affiliates 746,793,902
Total Ceded $2,760,572,061

Net Premiums Written $3,477,280,927

Percentage Ceded of Gross 44.25%

Assumed

The Company reported 94.1% of assumed affiliated business of $1,036,850,241 in the

following categories:

Intercompany pooling $ 555,609,000
CCA/CCAA Facility 316,344,000
AI Life 104,069,000
Total $ 976,022,000

The majority of the Company’s non- affiliated assumed business is on a facultative basis.
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In 1998, the Company joined with Starr Excess and Landmark to form a pool (Surplus

Lines Pool or Lexington Pool). Lexington assumes 100% of all business written by Starr Excess

and Landmark. The Company retains 80% of the pool, and cedes 18% of pooled business to

Starr Excess, and 2% of the pooled business to Landmark. Refer to the “Intercompany

Agreement” section of this Report, under the caption “Intercompany Pooling Agreement” for

additional details regarding intercompany pooling.

The Company is a member of an AIG internal facility known as the Compulsory

Cessions Auxiliary Account (“CCAA”). The CCAA account allows AIG retain business by

ceding selected treaties to affiliated companies. The facility retains additional amounts over the

retentions determined by the profit center manager. For certain new and renewal business,

various member companies of AIG cede business to the CCAA program. Some of the business

ceded to the CCAA is between different divisions of companies within the same Intercompany

Pool. For example, any business written on the paper of members of the Lexington Pool stays

within that pool without cession to American Home, which is a member of the Commercial Pool.

American Home or Lexington (on behalf of their respective pools) retains 100% of the CCAA's

participation.

Prior to the CCAA facility there was the Compulsory Cessions Account (“CCA”) facility

that performed in the same manner as the CCAA facility. However, with the CCA facility

Lexington, on behalf of the surplus lines pool, would retain 92% of the CCA participation with

the 8% balance being retroceded to Transatlantic Reinsurance Company, which was not for all

underwriting years. As of November 30, 2005, the CCA facility was placed in run-off.

The Company is a member of an AIG internal facility known as the Compulsory

Cessions Auxiliary Account (CCAA). The CCAA account allows AIG to retain business by
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ceding selected treaties to affiliated companies. The facility retains additional amounts over the

retentions determined by the profit center managers.

For certain new and renewal business, various member companies of AIG, including AIG

Europe, AIRCO, AISLIC, AIU, AIUO, ALICO, American Home, Commerce & Industry,

Commerce & Industry of Canada, HSBIIC, Illinois National, ISOP, Landmark, Lexington, New

Hampshire Insurance, NUFIC, NUFLA, PhilamLife and Starr Excess, cede business to the

"CCAA" program. Some of the business ceded to the CCAA is between different divisions of

companies within the same intercompany pool. For example, any business written on the paper

of members of the Lexington Pool stays within that pool without cession to the American Home

Pool. American Home or Lexington (on behalf of the respective pools) retains 100% of the

CCAA's participation.

Ceded:

The Company’s reinsurance is coordinated and controlled by AIG Global Reinsurance

Division. The Company’s management located in Boston is responsible for selection of the

working and excess treaty reinsurance coverages. When purchased, facultative reinsurance is

placed on an individual basis by the applicable underwriter. AIG Global Reinsurance Division

(“Reinsurance Services”), in New York, is responsible for placing Catastrophe reinsurance. All

reinsurance contracts are centrally filed and maintained electronically by Reinsurance Services.

This system is used by the accounting department for the account rendering.

Significant Reinsurance Program details

The following reinsurance programs are presented on a 100% pooling basis. The

Company’s share is based on its 80% participation percentage as discussed in the “Intercompany

Agreement” section of this Report, under the caption “Intercompany Pooling Agreement.”
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The Company has extensive property reinsurance which is placed through domestic and

foreign reinsurers. The program consists of working and excess layers that cover all property

business. In addition, Lexington is a named participant (with other AIG domestic insurance

subsidiaries) under AIG’s “external” property catastrophe program. This excess protection

covers all AIG property exposures. The summary details of this program are highlighted below.

Property

Major Working Reinsurance Layers
AIG property quota share coverage, Limit of $10 million, 11.80% of the coverage placed
Property per risk excess of loss coverage, $15 million excess of $10 million
30% Personal lines homeowners property quota share coverage, Limit of $5 million
70% Personal lines umbrella quota share coverage, Limit of $5 million

Property Catastrophe Reinsurance
1st layer property catastrophe coverage, 100% of $150 million in excess of $250 million
2nd layer property catastrophe coverage, 100% of $150 million in excess of $400 million
3rd layer property catastrophe coverage, 100% of $150 million in excess of $550 million
4th layer property catastrophe coverage, 100% of $200 million in excess of $700 million
5th layer property catastrophe coverage, 100% of $250 million in excess of $900 million

Domestic Personal Lines Property
1st layer catastrophe coverage, 100% of $35 million in excess of $25 million
2nd layer catastrophe coverage, 100% of $80 million in excess of $60 million
3rd layer catastrophe coverage, 100% of $100 million in excess of $140 million

Casualty

Primary Casualty Non-Professional (claims-made basis and claims-incurred basis)

coverage, 11% quota share, maximum net $890,000, maximum ceded $110,000.

Employment Practices Liability (claims-made basis and claims-incurred basis) coverage,

40% quota share, maximum net $18,000,000, maximum ceded $10,000,000.

It should be noted that the previously placed (2003 and prior) Corporate Casualty,

Casualty Aggregate Stop Loss, and Supplemental Aggregate Stop Loss Agreements, as

maintained by AIG, were not renewed for 2005.
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Risk Transfer

Treaty placement is in accordance with the AIG Risk Transfer Policy that was adopted

October 1, 2005. All assumed and ceded treaties and autofac and obligatory facultative

arrangements (excluding captives) must be evaluated by reinsurance services personnel. In the

case of a captive, the risk transfer assessment is conducted at the business unit level. If the

treaty/certificate contains one or more characteristics or contractual features that are intended to

mitigate risk transfer, they are identified on a risk transfer worksheet. The Reinsurance Officer

and the Business Unit CFO, or his designee must assist in the determination of whether or not an

actuarial analysis is required and whether or not there is sufficient risk transfer to allow for

reinsurance accounting treatment. Evidence of this analysis and approval by a Reinsurance

Officer and the Business Unit CFO, or his designee is required. In accordance with SFAS No.

113 (paragraph 11), a risk transfer analysis is not required if substantially all of the insurance risk

relating to the reinsured portions of the underlying insurance contracts has been assumed by the

reinsurer. If none of the potential loss mitigating features summarized in the risk transfer

worksheet is present, risk transfer is deemed to be self evident and the reinsurance transaction

qualifies for reinsurance accounting treatment.

When a risk transfer worksheet is required, it must be included in the treaty/certificate

file no later than when the treaty/certificate is bound and be available on request. The

documentation of the risk transfer worksheet will vary based on circumstances, but the general

requirements are outlined in the risk transfer worksheet. The documentation must state the

conclusion and the basis thereof, and be sufficient to support the conclusion.

Refer to the “Accounts and Records” section of this Report, under the caption

“Reinsurance” for comments and recommendations related to the review of the Company’s
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reinsurance program. Refer to the “Notes to Financial Statements” section of this Report, under

the caption “Provision for Reinsurance” for information regarding certain credits for

unauthorized reinsurers. Refer to the “Subsequent Events” section of this Report, under the

caption “Reinsurance” for details regarding significant reinsurance transactions subsequent to

December 31, 2005.

INTERCOMPANY AGREEMENTS

The Company had the following intercompany agreements and arrangements in effect as

of December 31, 2005:

(AIG) Service & Expense Agreement (with amendments)

Effective February 1, 1974, amended December 30, 1998 to include Lexington Insurance

Company and Landmark Insurance Company, and subsequently amended January 1, 2002 to

include Starr Excess Liability Insurance Company, the companies entered into a Service and

Expense Agreement with AIG. AIG has agreed to provide, at cost, services and facilities as

required. Services include Law, Investment, EDP, Internal Audit, Actuarial, Claims,

Underwriting, Accounting, Tax, and Employee Benefits.

Risk Specialist Companies Agreement with LIC

On June 1, 1996, Lexington entered into a Services and Expense Agreement whereby the

Company provides management, administrative and accounting services to Risk Specialist

Companies, Inc. for $85,000 per quarter. Risk Specialist Companies Inc. are a group of surplus

lines brokers that place business with Lexington pursuant to surplus lines broker agreements.



Lexington Insurance Company

24

Investment Management Agreement between LIC and AIG Global Investment Corp.

Effective Janaury 1, 1991, the Company retained an affiliate, AIG Global Investment,

Corp. (“Manager”) to provide investment advisory and investment management services with

respect to its portfolio and the assets contained therein. The agreement authorizes the Manager

to supervise and direct all investments and to exercise whatever powers the Company may

possess with respect to its invested assets. Investment transactions will be in accordance with

investment objectives of the Company and subject to restrictions established by the Company in

its investment management guidelines provided to the Manager. In accordance with the

guidelines, the Manager may buy, sell, exchange, convert and otherwise trade in and engage in

investment transactions of any nature whatsoever involving any stocks, bonds, commercial

paper, money market instruments and other securities and assets when deemed appropriate and

without prior consultation with the Company. Investment management fees are billed annually

at a rate of seventy-five cents ($0.75) per thousand dollars of assets under management, plus the

pro-rated amount of AIG service fees billed to the Manager on behalf of the Company, allocated

to the Company based on total invested assets under management. Total investment expenses

incurred for 2005 amounted to $3,231,185.

Tax Allocation Agreement between LIC and AIG

Effective January 1, 1973, the Company entered into a tax alloaction agreement with

AIG. The Company files a consolidated federal income tax return with AIG. The Company’s

tax liability is calculated based upon its respective share of consolidated taxable income. The

agreement further provides that the Company shall receive reimbursement to the extent that its

losses and other credits result in a reduction of the current year’s consolidated tax liability, not to

exceed its liability as if filed on an individual basis.
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Intercompany Pooling Agreement between LIC, SELIC and LAND

Effective December 31, 1998, the Company entered into a pooling agreement with

affiliates, SELIC and LAND, collectively known as the Surplus Lines Pool or Lexington Pool.

Under terms of the agreement, the Company assumes all business written by SELIC and LAND

and shares in all expenses in accordance with their participation. The Company’s participation is

eighty percent (80%). The remaining ceded participation of Starr Excess and Landmark is

eighteen percent (18%) and two percent (2%), respectively. The pooling agreement has been

properly filed and approved by the Delaware and California Insurance Departments.

On November 6, 2006, the Company submitted a request to the Delaware Insurance

Department amending the Intercompany Pooling Agreement to address a recommendation made

in Landmark Insurance Company’s Report of Financial Examination as of December 31, 2002.

Refer to the “Subsequent Events” section of this Report, under the capion “Intercompany

Pooling Agreement – Amendment 1” for details of the proposed amendment.

Security Lending Agreement between LIC and AIG Global Securities Lending Corp.

Effective October 19, 2000, Lexington and AIG Global Securities Lending Corporation

(“AIGGSLC”), entered into a Securities Lending Agency Agreement. Under the terms of the

agreement AIGGSLC acts as the Company’s agent in connection with loans by the Company to

third party borrowers of securities. As of December 31, 2005, no securities were on loan.

Capital Maintenance Agreement between LIC and AIG

Effective February 27, 2006, the Company entered into a Capital Maintenance

Agreement ("CMA") with its ultimate parent, AIG, which supersedes the certain letter

agreement, dated October 14, 2005, between AIG and LIC regarding capital maintenance. The

CMA provides that in the event the Company's Total Adjusted Capital falls below 200% of the
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Company's Authorized Control Level Risk Based Capital ("RBC"), as shown in the Company's

2005 Annual Statement, together with any adjustments or modifications required by the

Company's domiciliary regulator, AIG shall, within 30 days of written notice thereof, provide a

capital contribution to the Company in an amount that equals the difference between the

Company's Total Adjusted Capital and 200% of the Company's Authorized Control Level RBC.

In lieu of making any capital contributions, with the prior approval of the Company's domiciliary

regulator, AIG may provide a letter of credit naming the Company as beneficiary. The

obligations under the CMA terminate without the need for any action twelve (12) months from

the date of the CMA effective date, unless extended in writing prior thereto. Refer to the

"Subsequent Events” section of this Report, under the Caption “Capital Maintenance

Agreement” regarding its subsequent renewal.

Joint Asset Advisory Agreement

Effective August 12, 1998, the Company joined the Joint Asset Advisory agreement with

affiliated AIG companies. The Joint Asset Advisory agreement outlines the appointment of AIG

Capital as the administrator of the AIG Domestic Fund. The AIG Domestic fund pools all

subsidiary funds to maximize investment yields on short-term funds. As of December 31, 2005,

this agreement was still in effect; however, it did not govern any funds as this agreement is in the

process of being terminated.

Premium and Collection Agreement between LIC, China America and AI Credit Corp.

Effective October 15, 1997, Lexington Insurance Company and China America Insurance

Company (“CAIC”) entered into a premium and collections agreement for installment premium

policies with AI Credit Corp. (“AIC”). Under the terms of the agreement AIC serves as the

billing and collecting agents for certain policies issued on an installment premium basis. In



Lexington Insurance Company

27

addition, AIC at its option may offer to purchase all rights, title and ownership interest in non-

defaulted and defaulted premium collectibles without recourse. The companies maintain the

option to accept or reject AIC's offer to purchase any premium collectibles. The agreement may

be terminated at the end of any calendar month with 60 days notice to the other party. CAIC was

dissolved in 2004; however, this agreement remains in effect between LIC and AIC as of

December 31, 2005.

Premiums Receivable Sale Agreement between AIG Funding, Inc. and LIC

Effective September 4, 1998, Lexington Insurance Company entered into a premium

receivables sale agreement with AIG Funding, Inc. Under terms of the agreement, beginning

September 7, 1998, and from time to time thereafter upon 15 days notice, Lexington shall sell

and assign to AIG Funding all rights, title, absolute ownership, and interest, except for the right

to cancel an insurance contract. AIG Funding, Inc. appoints Lexington as its agent and attorney-

in-fact for the purpose of collecting each account purchased by AIG Funding, Inc. AIG Funding,

Inc. in turn receives a purchase discount based upon outstanding uncollected balances from the

date of purchase to the date of collectibility or the date an account is marked off as uncollectible.

Settlement of the purchase discount is on the last day of the calendar month. Remittance of

funds due Lexington for purchased accounts are due within five (5) days of AIG Funding, Inc.'s

assignment acceptance. Purchase of accounts is absolute and without recourse to Lexington for

accounts which may ultimately become uncollectible. Uncollectible accounts are defined as

those accounts which have not been collected within six (6) months. The agreement may be

terminated at the end of any calendar month by either party giving sixty (60) days prior written

notice to the other party.
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(Guarantee) Agreement between American International Group, Inc and LIC

Effective August 20, 2003, Lexington entered into an agreement with AIG, whereby AIG

will promptly pay any and all obligations of Lexington under any guarantee (current and any

future guarantees) issued by Lexington in connection with the rating of an affiliated insurance

company. This agreement may not be terminated unless and until Lexington has terminated each

and every guarantee agreement. Thereafter, AIG shall have the right to terminate this Agreement

upon 90 day written notice to Lexington. Notwithstanding amendment to or the termination of

this agreement, the right of Lexington to demand payment of the obligations by AIG on its

behalf and the obligation of AIG to make such payments on behalf of Lexington shall survive

until such time as all obligations under all guarantees which remain outstanding on the date of

such amendment or termination shall have been finally and irrevocably satisfied in full.

Guarantee Agreements with Acquired GE Companies

Effective August 29, 2003, Lexington issued four separate guarantees whereby the

Company unconditionally and irrevocably guarantees all present and future obligations and

liabilities of any kind arising from policies of insurance issued by the guaranteed companies, i.e.,

AIG Centennial Insurance Company (f.k.a. GE Property and Casualty), AIG Preferred Insurance

Company (f.k.a. GE Auto & Home Assurance), AIG Premier Insurance Company (f.k.a. GE

Casualty), and AIG Indemnity Insurance Company (f.k.a. GE Indemnity Insurance Company), in

exchange for an annual guarantee fee. The guarantees are not expected to have any material

effect upon the Company’s surplus, as the guaranteed companies have admitted assets in excess

of policyholder liabilities. These guarantees are provided to maintain the guaranteed company’s

rating status issued by rating agencies.
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Reinsurance Payment Guarantee Agreement between LIC and AIG Centennial Insurance

Company (f.k.a. GE Property and Casualty) in favor of the Montgomery Ward Insurance

Company

Effective August 29, 2003, Lexington issued a reinsurance payment guarantee of all

obligations of GE Property and Casualty (c.k.a. AIG Centennial Insurance Company) under the

Montgomery Ward Insurance Company (“MWIC”) Reinsurance Agreement. Lexington made

such guaranty to induce GE Financial Assurance (“GEFA”) to enter into that certain Stock

Purchase Agreement, dated as of June 25, 2003, between Lexington and GEFA pursuant to

which Lexington acquired the GE Personal Lines Companies and Bayside, and accordingly, no

separate consideration is payable by GE Property and Casualty to Lexington under the guarantee.

Although such guarantee does not contain a maximum amount which Lexington may be required

to make available, the amount guaranteed is dependent upon the amount of certain private

passenger auto business written by the GE Personal Lines Companies on MWIC paper after the

acquisition of the Acquired Companies by Lexington, pending the transition of such business to

the GE Personal Lines Companies. The guarantee will remain in effect until all of the

obligations of GE Property and Casualty under the MWIC Reinsurance Agreement have been

satisfied, which is expected around January 2013. The guarantee is not expected to have a

material effect upon Lexington's surplus as GE Property and Casualty has assets in excess of

policyholder liabilities. Lexington believes that the likelihood of payment under the guarantee is

remote.
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Intellectual Property Agreement between LIC, the newly acquired GE companies, and GE

Financial Assurance Holdings, Inc.

Effective August 29, 2003, pursuant to the Stock Purchase Agreement between the

Company and GE Financial Assurance Holdings, Inc. (“GEFAHI”) dated June 26, 2003,

Lexington and the acquired GE companies entered into an Intellectual Property Agreement with

GEFAHI. This agreement provides the terms under which GEFAHI and its affiliates are willing

to license the Licensed GE Intellectual Property and Restricted Intellectual Property to the

Acquired GE companies, as well as the terms under which the Acquired GE companies are

willing to license its Company Business Intellectual Property to GEFAHI. The agreement

defines specific intellectual property excluded for both GEFAHI and the Acquired GE

companies. The rights and obligations contained within the agreement shall continue (i) until the

last to expire patent with respect to any Patent Rights included in the Licensed GE Intellectual

Property or Restricted Intellectual Property; (ii) until the last to expire patent with respect to any

Patent Rights included in the Company Business Intellectual Property; and (iii) in perpetuity,

until terminated by written notice at any time during the term of the Agreement by either party, if

any of the following events is caused or occurs (a) any bankruptcy, receivership, liquidation or

any other similar proceeding against the Acquired GE companies or GEFAHI or any of its

affiliates, is made by the Acquired GE companies or GEFAHI or any of its affiliates, or by any

other party, which application or proceeding is not dismissed within thirty (30) days but only as

to such affected entity; or (b) material breach by an Acquired GE companies or GEFAHI or any

of its affiliates, of any terms or conditions of the Agreement and the failure to cure such breach,

in all material respects, within thirty (30) days after written notice by either party.
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EXTERNAL AGREEMENTS

In addition to the above intercompany agreements, the Company had the following

external agreements in effect at December 31, 2005:

Custodial Agreement

On April 20, 1998, amended November 9, 1998, and June 2, 2006, the Company entered

into a custodial agreement with Mellon Bank N.A. for the purpose of safekeeping the Company’s

invested assets. The agreement provides the necessary safeguards against the negligence or

dishonesty of the bank’s officers or employees, or burglary, robbery, holdup, theft, or mysterious

disappearance, including loss by damage or destruction. The agreement provides that in the

event of loss, from which the Custodian is obligated to indemnify the Company, the Custodian at

the sole discretion of the Company, shall either (i) promptly replace the securities, or (ii) pay the

value thereof. Further, the agreement provides that in the event of any loss of rights or privileges

in connection with said loss of securities, the Custodian shall promptly replace such loss at the

value of such privilege immediately preceding the expiration thereof. Although the custodial

agreement contained the majority of clauses recommended to be included in Custodial or

Safekeeping Agreements in accordance with the NAIC Examiner’s Handbook, the agreement

does not contain all required clauses, nor stipulate the proper governing state law. Therefore

It is recommended that the Custodial Agreement with Mellon Bank be
amended to incorporate all required clauses that must be included in
Custodial or Safekeeping Agreements in accordance with the NAIC
Examiners Handbook. In addition, the laws under which the agreement is
governed should be changed to the laws of the state of Delaware.
Exception 4/28
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Refer to the “Subsequent Events” section of this Report, under the caption “Custodial

Agreement” for modifications that are anticipated to be incorporated into the Custodial

Agreement subsequent to June 2, 2006 to address the aforementioned findings.

Program Administtrator (“PA”) Agreements

Program Administrators are used by the Company to acquire and handle program

business written in the Lexington Profit Center under Divisions 66 (Program Group) and 97

(Health Care Group), as well as business written in Divisions 72 (Marine) and 84 (Risk

Management Property). The agreements in effect are of a standard format, defining a PA's basic

responsibilities and authority, and defining general and specific clauses protecting the Company.

Further, the Company reserves the right to withdraw the PA's power to place any one or more

particular programs, policies, or particular lines or classes of insurance at any time for any reason

and may decline to accept any particular risk or class of risk. The Company's right to withdraw

the PA's power or to decline particular risks or classes of risks may be exercised by the Company

at any time, without prior notice to the PA. Either party may terminate the agreement at any

time, by written notice specifying the effective date of the termination, which shall not be less

than 60 days thereafter. Additional terms for cancellation are detailed and include: liquidation;

bankruptcy; breach of contract; lack or loss of reinsurance purchased by the Company, if

reinsurance is an integral part of the business underwritten by the PA; expiration, termination or

suspension of the PA's licenses. In addition, each agreement includes separate addenda defining

the PA's territory, authorized Lines of Business (“LOB”), and associated LOB commission rates.

Broker Agreements

As noted in the “Territory and Plan of Operation” section of this Report, under the

caption “Agency Relations and Third Party Agreements”, the Company accepts business mainly
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from insurance brokers. Broker agreements are of a standard format, defining a Broker’s basic

responsibilities and authority, which include but are not limited to: Rules and regulations

regarding the Company's underwriting guidelines; Licensing and countersignature requirements;

Details regarding ownership of expirations; Payment of premium taxes; Payment of premiums

and premium tax clauses; Right of offset clause; Books and records clause; Binding authority

clause; and Arbitration clause. Broker agreements may be terminated with 30 days notice by

either party, automatically if any public authority revokes, suspends, or declines renewal of the

Broker's license, automatically upon the sale, assignment, transfer, merger, bankruptcy, or

insolvency of the Broker's insurance business, or immediately upon either party giving written

notice to the other of fraud, failure to remit balances, or gross or willful misconduct on the part

of the other party.

Third Party Administrator Agreements

Third Party Administrator Agreements (“TPA”) include claims administration

agreements, as well as other vendor agreements. The agreements in place are of a standard

format/form, defining the TPA's basic responsibilities and authority, which includes, but is not

limited to: Clause defining the purpose of the agreement; specific term period of the agreement;

Representations and authorities clause; Obligations clause; TPA is not allowed to subcontract

services without written notice to the insurer clause; Fiduciary responsibilities clause; Required

monthly reports clause; submission of an audited balance sheet of the TPA and the related

audited statements of income, retained earnings and cash flows for such fiscal year; Privacy

policy clause; limitations to the TPA's authority regarding settlement of claims, endorsement of

checks, use of trade names, process applications for insurance, withhold monies from the insurer;

Indemnification clause; Confidentiality clause; Termination clause; and an Arbitration clause. In
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addition to standard language, each agreement includes separate addendums defining the

Schedule of Coverage, i.e., Claims to be handled by the TPA - updated every 90 days, Claims

Handling Guidelines, Summary of document retention policy, and a Funding schedule.

Other Vendor Contracts

In addition to the above non-affiliate contracts, the Company and its affiliates Starr

Excess and Landmark have entered into contracts with various independent contractors for the

performance of services which include, but are not limited to, providing general strategic advice,

strategic planning, business development efforts; providing actuarial services; independent

auditing services. These agreements are renewed on an annual basis, based on past performance

and the needs of the Company at the renewal date.

Reviews of external agreements disclosed the following comment and recommendation:

 The Company provided the examiner with a listing of third party contracts. From

this listing of forty-eight contracts, the examiner haphazardly selected twelve (12)

for review. Although the Company made every effort to locate all requested

agreements, the Company was unable to locate two. This exception represents a

violation of 18 Del.C. §320(c), which states:

“(c) every person being examined, the person’s officers, attorneys, employees,
agents and representatives, shall make freely available to the Commissioner,
or the Commissioner’s examiners, the accounts, records, documents, files,
information, assets and matters of such person, in the person’s possession or
control, relating to the subject of the examination and shall facilitate the
examination.”

For the recommendation associated with the above findings, refer to Exception 5/28 in

the “Accounts and Records” section of this Report, under the caption “Accounts and Records

Findings.”
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FINANCIAL IMPACT RESULTING FROM REMEDIATION

As a result of regulatory inquiries into certain transactions, AIG conducted an internal

review of information and certain transactions from January 2000 to May 2005. As part of this

review, the Company reviewed the statutory accounting treatment for matters identified during

the internal review and concluded that certain transactions required adjustment. An agreement

was reached with the Delaware Insurance Department for the Company to re-file its 2004 annual

statement using the methodology described under SSAP No. 3, specifically as it relates to

accounting for correction of errors. In applying this methodology, during 2004, the Company

reported the surplus impact (in the amount of $88.9 million) to its January 1, 2004 unassigned

surplus as a prior period correction adjustment in changes to unassigned surplus. On December

6, 2005, the Company re-filed its 2004 Annual Statement with the Delaware Insurance

Department, which amended the originally reported net income for the year ended December 31,

2004 of $211.9 million to $71.6 million (a decrease of $140.3 million), and amended its

originally reported policyholder’s surplus of $2.4 billion to $2.2 billion ($200 million surplus

decrease).

During 2005, the Company dedicated significant effort to the resolution of the previously

identified weakness in internal controls over balance sheet reconciliations. As a result,

management concluded that further adjustments, other than those mentioned above, should be

made to assets, liabilities, net income, and ultimately to policyholder surplus as reported in the

Company’s December 31, 2004 re-filed Annual Statement. A correction in errors resulted in an

after tax statutory charge of $93.4 million (reduction to unassigned surplus). In accordance with

SSAP No. 3, the Company reported this surplus impact to its January 1, 2005 unassigned surplus

as a prior period correction adjustment to changes in unassigned surplus. AIG’s remediation of
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disclosure controls and procedures are further discussed in the “Accounts and Records” section

of this Report, under the caption “Remediation of Material Weaknesses in Internal Controls over

Financial Reporting” as well as under the caption “Allowance Provision – FAS 5 – Accounting

for Contingencies.” Refer to the “Notes to Financial Statements” section of this Report, under

the caption “Allowance Provision” for the financial impact resulting from the Company’s

accounting for contingencies, i.e., FAS 5 Reserve. Additionally, refer to the “Subsequent

Events” section of this Report, under the caption “Reconciliation and Remediation” for details of

AIG’s continued remediation efforts.

ACCOUNTS AND RECORDS

Accounting System and Information/IT Process Flows

All necessary accounting records of the Company are maintained on electronic data

processing equipment (“EDP”), made available to the Company under its Service and Expense

Agreement with AIG. The general ledger is maintained on a statutory basis with additional

accounts used to convert to the accrual basis suitable for Generally Accepted Accounting

Principles. AIG’s EDP equipment and information technology control environment was tested

as part of the examination by INS Services, Inc., and given a control risk assessment of

‘Medium’.

As part of this examination and in collaboration with INS Services, Inc., assigned

examination staff reviewed the information/accounting and information technology ‘process

flow’ interface of the Company’s premium, policy management, and reinsurance cycles as

managed in its Boston, MA facilities. As part of the coordinated examinations of AIG’s DBG

operations (as a whole), discussed under the “Scope of Examination” section of this Report, the
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review and assessment of information technology and information/accounting process flow was

reviewed by INS Services, Inc. and other examiners regarding (in part) loss, investment

accounting, and financial reporting cycles of DBG, the results of which were shared with the

Surplus Lines Pool examiners. In addition, AIG’s DBG ‘non-machine’ functions were reviewed

and assessed by other examiners, the results of which were shared with the Surplus Lines Pool

examiners. The Delaware examiners performed a testing of ‘non-machine’ data and transactions

regarding the Surplus Lines Pool, without material exception.

Accounts and Records Findings

The following findings, recommendations and comments were noted during the

examination and pertain to the Company’s overall level of records maintenance and filed Annual

Statement:

During the course of the examination, the Company had difficulty in locating original

claim records, i.e., missing claim files, as well as complete and original documentation for

various other claim files. These exceptions represent noncompliance with 18 Del.C. §320(c).

Therefore, as also noted in the prior exam report,

It is again recommended that the Company comply with 18 Del.C. §320(c),
and maintain/retain all records necessary for the performance of Delaware’s
tri-annual examinations.
Exception 5/28

With regard to the filed 2005 Annual Statement, several immaterial presentation

discrepancies were noted. These discrepancies related to both financial and non-financial

reported information. The exceptions identified represent noncompliance with 18 Del.C.

§526(a). Therefore,
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It is recommended that the Company complete its annual statement blank in
accordance with NAIC Accounting Practices and Procedures, NAIC Annual
Statement Instructions and 18 Del.C. §526(a), verifying that all financial and
non-financial data is reported accurately, completely, and appropriately.
Exception 6/28

Refer to the “Notes to Financial Statements” section of this Report, under the various balance

sheet items for more information related to noted financial discrepancies.

As of December 31, 2005, it was noted that there remained significant reconciliation

issues with various G/L accounts that resulted in unidentifiable differences between the G/L and

subledger support. This matter was commented on during the last examination, as such,

It is again recommended that the Company ensure that subledger detail
reconciles to the General Ledger, and that any unidentifiable differences are
reconciled in a timely manner.
Exception 7/28

Refer to the caption “Remediation of Material Weaknesses in Internal Controls over

Financial Reporting” in this section of the Report, for details regarding the Company’s material

weakness in controls over certain balance sheet reconciliations, and remediation efforts

implemented in 2005/2006 to address this material weakness. Additionally, refer to the

“Subsequent Events” section of this Report, under the caption “Reconciliation and Remediation”

for comments regarding the remediation status of material weaknesses identified as of December

31, 2005.

Independent Accountants

The Company’s financial statements are audited each year by the firm of

PricewaterhouseCoopers, LLP or “PwC” or “CPA”, of New York, NY. The examiners reviewed

the audited statutory financial statements for all years under examination. For all years under
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review, PwC issued an unqualified opinion. For 2004 and 2005, the unqualified opinion was

issued notwithstanding the existence of the material weakness in internal controls over balance

sheet reconciliations for which the Company has devoted significant efforts to its resolution.

Refer to the “Financial Impact Resulting from Remediation” section of this Report, and under

the caption “Remediation of Material Weaknesses in Internal Controls over Financial Reporting”

in this section for additional comments.

As noted in the “Scope of Examination” section of this Report, the examiners reviewed

PwC’s 2005 workpapers, and incorporated their work and findings as deemed applicable to the

current examination.

Actuarial Opinion

The Company’s loss reserves and related actuarial items were reviewed by Robert J.

Meyer, FCAS, MAAA, an associate of Milliman Inc., who issued a statement of actuarial

opinion, based on the financial information presented by the Company. The opinion stated that

the reserves and related actuarial values carried on the balance sheet were fairly stated and met

the requirements of the insurance laws of the state of Delaware.

Miscoded Direct Written Premiums

Prompted by inquiries made by the Delaware Insurance Department, Company

management conducted a review of its Delaware direct premium writings as presented in its

2005 annual statement (Schedule T). The inquiry was as follows:

“Given that the company is an admitted writer in Delaware and that the company almost
exclusively issues only surplus lines policies, has the company issued any surplus lines
policies in the state?”

Based on the review, it was determined that various DBG divisions writing on Lexington

paper, mostly within the Lexington profit center group, miscoded surplus lines policies to the
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state of Delaware. In its review, the Company ran various detail reports at the policy level, by

division, in verifying the miscoded policies. The Company verified with its underwriting unit

that the 23 policies identified should not have been issued on Lexington Insurance Company

paper. The Company’s profit center management confirmed that the policies identified are

surplus lines coverages, and as Lexington Insurance Company is an admitted writer in the state

of Delaware, the division should not have issued the policies on Lexington paper, but instead

should have issued the policies on American International Specialty Lines Insurance Company

(“AISLIC”) paper.

Because of its findings concerning the 2005 data, the Company expanded its review back

to the year 2001. This expanded review determined that there were miscodings of surplus lines

policies in these earlier years as well. As a result of the Company’s review, it concluded that

Delaware premiums were overstated for the last five years by $10.1 million. The Company also

concluded that the P&L generated on the miscoded business reduced its surplus by

approximately $0.4 million. These findings were forwarded to the Delaware Insurance

Department for further action. Refer to the “Subsequent Events” section of this Report, under

the caption “Miscoded Direct Written Premiums” for subsequent corrective action taken by AIG

to resolve this matter.

As a consequence of the aforementioned review, the examiners initiated a separate

inquiry into the accuracy of direct written premiums (“DWP”) reported on Schedule T of the

Annual Statement. As a result, Lexington's Legal Counsel performed an (additional) internal

review of DWP for other jurisdictions. Upon conclusion of this internal review, it was

determined that $145,302 of DWP was miscoded as Canadian premium, while $6,019,973 was

miscoded as Other Foreign premium. Although there will be zero effect on total DWP as a result
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of recoding DWP to proper jurisdictions, which was performed as part of the internal review, the

effect on Schedule T is a misrepresentation of DWP for approximately 25 jurisdictions, including

Canada and the USVI. As premium taxes are remitted by Brokers, rather than the Company (in

jurisdictions where the Company is not licensed), the effect of miscodes could mean an over

payment of premium taxes to some jurisdictions by brokers, and an under payment of premium

taxes to other jurisdictions. Therefore,

It is recommended that the Company implement controls to ensure proper
coding of direct written premium to the appropriate insured state or
territory. Miscoded premiums can result in the over payment of premium
taxes to some jurisdictions, and an under payment of premium taxes to
others.
Exception 8/28

In addition to the above, refer to Exception 6/28 in this section of the Report, under the

caption “Accounts and Records Findings” regarding compliance with NAIC Annual Statement

Instructions and 18 Del.C. §526(a). Refer to the “Subsequent Events” section of this Report,

under the caption “Miscoded Direct Written Premiums” for the Company’s remediation efforts

regarding miscoded premium.

Reinsurance

The following comments and findings were noted during the current examination, and

pertain to the Company’s overall reinsurance program:

 The Company does not currently report assumed reinsurance payable on paid losses and loss

adjustment expenses as a separate liability item on its balance sheet in accordance with NAIC

Annual Statement Instructions and SSAP 62, paragraph 40, which states in part,

“Amounts payable by reinsurers on losses shall be classified as unpaid losses.
Assumed reinsurance payable on paid losses shall be classified as a separate
liability item on the balance sheet. IBNR losses on assumed reinsurance business
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shall be netted with ceded losses on the balance sheet and listed separately by
annual statement line of business in the Underwriting and Investment exhibits.”

Therefore, as also noted in the two prior examination reports,

It is again recommended that the Company report assumed reinsurance
payable on paid losses and loss adjustment in compliance with SSAP 62
paragraph 40, NAIC Annual Statement Instructions, and 18 Del.C. §526(a).
Exception 9/28

 The Company’s complex inter-company division based reinsurance program has produced

mismatches between intercompany reinsurance amounts reported in affiliated companies’

respective Annual Statement Schedule F, Part 1 and Part 3 filings. The individual surplus

lines companies also report amounts ceded to themselves as a result of the complex

arrangement. No financial adjustment is proposed regarding this item, as the Company had

already established a $22,000,000 FAS 5 reserve (Surplus Pool basis) at December 31, 2005.

Therefore,

It is recommended that the Company accurately report reinsurance balances
with affiliates in its Annual Statement Schedule F in accordance with 18
Del.C. §526(a), NAIC Annual Statement Instructions, and that all inter-
company balances mirror the associated affiliate balances.
Exception 10/28

 Based on numerous CPA Summary of Aggregated Deficiencies (“SAD”) findings, it was

noted that the Company did not have adequate accounting controls related to the processing

and recording of reinsurance transactions at December 31, 2005. However, the Company’s

CPA firm has noted mitigating high level oversight controls. Additionally, the Company has

established a FAS 5 reserve for reinsurance accounting issues as a means to mitigate

financial impact associated with the aging of account balance reconciliations. Refer to the
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“Notes to Financial Statements” section of this Report, under the caption “Allowance

Provision” for additional FAS 5 reserve adjustments resulting from this finding. Therefore,

It is recommended that the Company correct reinsurance control
inadequacies that have been identified during its remediation process, and
continue to identify, quantify and correct misstated balances.
Exception 11/28

 The DBG companies, excluding the Surplus Lines Pool companies, have voluntarily set up a

FAS 5 reserve for disputed reinsurance receivables, as of December 31, 2005. In the third

quarter of 2006, $23,980,000 was reallocated from the Commercial Line Pool to the Surplus

Lines Pool. An additional amount was reallocated to the Surplus Lines Pool in the fourth

quarter of 2006 to bring the reserve total to $31,338,152. Per management, these amounts

should have been included in the Surplus Lines Pool company statements as of December 31,

2005. Refer to the “Notes to Financial Statements” section of this Report, under the caption

“Allowance Provision” for FAS 5 reserve adjustments resulting from this finding. Therefore,

It is recommended that the Company properly allocate and record all
contingent reserves or adjustments associated with the reinsurance contracts
in dispute or where collection has not occurred in accordance with the
contract terms and/or regulatory requirements, as well as SSAP No. 62,
paragraphs 54-56, NAIC Annual Statement Instructions, and 18 Del.C.
§526(a).
Exception 12/28

 The Surplus Lines Pooled companies established a FAS 5 credit exposure reserve for paid,

unpaid and IBNR reinsurance recoverable balances. This reserve was established to reserve

for known exposures for those items too small to be specifically identified and for the unpaid

and ceded IBNR exposures. During 2006, additional credit risk exposures related to 2005

and prior, were identified and further development of the analytical model resulted in the
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increase of the reinsurance credit reserve related to credit risk. Refer to the “Notes to

Financial Statements” section of this Report, under the caption “Allowance Provision” for

FAS 5 reserve adjustments resulting from this finding. Therefore,

It is recommended that the Company establish complete and adequate credit
exposure reserves for reinsurance recoverable exposures.
Exception 14/28

 The NAIC Annual Statement Instructions for Schedule F Part 3 allow for the aggregation of

reinsurance recoverable balances due from individual reinsurers if the both total premium

ceded and the total amounts recoverable, individually, are less than $100,000 and that none of

the amounts recoverable are over ninety days past due. Per management, total reinsurance

recoverable balances of $50,000 or less due any surplus lines pool member are aggregated

and 100% of the total recoverable balances are reported on Lexington Insurance Company's

Schedule F - Part 3.

"Unaffiliated reinsurers may be aggregated under the designated categories and
line numbers to the extent that amounts in both column 6 - Reinsurance premium
ceded and column 15 - Total (Recoverable) are individually less than $100,000
and none of the amounts are over 90 days past due. The procedure is applicable
to Part 3 only."

Therefore,

It is recommended that the Company report in Schedule F, Part 3 its
respective summary of reinsurers with balances less than $100,000 in
Schedule F in accordance with NAIC Annual Statement Instructions and 18
Del.C. §526(a), rather than booking the aggregate total to LIC.
Exception 15/28

 It was noted that the Company did not correctly identify a reinsured in its Annual Statement,

Schedule F, Part 1. The CSAC Excess Insurance Authority was incorrectly reported as the

California Reinsurance Management Corporation. The Company should ensure proper
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identification of all reinsured companies in its Annual Statement, Schedule F, Part 1 filings.

Refer to the 6/28 in this section of this Report, under the caption “Accounting System

Findings” regarding compliance with NAIC Annual Statement Instructions and 18 Del.C.

§526(a).

Uncollected Premiums and Agents’ Balances

During the review of a sample of policies, one account current and one individual policy

were issued subsequent to the receipt of cash. As there was no policy for which to allocate this

premium, in the case of the account current sample, it was applied to the producer’s account. Per

Management, this type of cash is defined as “Stand Alone Cash”, a.k.a. Remittance and Items not

allocated, and is not unusual. This internal policy of applying Stand Alone Cash to a producer

without an underlying policy does not follow SSAP 67, paragraph 9 "Remittances and Items Not

Allocated", which states in part,

“9. Cash receipts cannot always be identified for a specific purpose or, for
other reasons, applied to a specific account when received. The reporting entity
shall record a liability for these cash receipts when the funds are received. These
liability accounts are generally referred to as suspense accounts. Examples
include:

a. Premium payments received with the application for policies which have
not yet been issued;

b. Premium payments in an amount different than the amount billed by the
reporting entity; and

c. Unidentified cash receipts."

Therefore,

It is recommended that the Company report cash received but not allocated
to a specific policy as "Remittances and items not allocated" in accordance
with NAIC Annual Statement of instructions, SSAP 67, paragraph 9, and 18
Del.C. 526(a).
Exception 16/28
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No financial adjustment has been proposed, as determination of amounts classified as

“Stand Alone Cash” was not performed. Refer to the “Notes to Financial Statements” section of

this Report, under the caption “Uncollected premiums and agents’ balances in course of

collection” for financial adjustments that were made with regards to this balance sheet item.

Outstanding Loss Drafts and Escheat

Reconciliation of OLD

The Company utilizes a general ledger (“G/L”) account, identified as Outstanding Loss

Drafts (“OLD”), as a holding account to reflect issued checks that have not cleared the bank. In

addition to outstanding checks, the OLD G/L account has also been used as a “clearing account”

by various departments without clearly defined ownership/accountability of balances. Examples

of the transactional activity with OLD include: deductibles, deductible buybacks, salvage, loss

clearing, reinsurance, and inter-company. The inability to monitor and manage the volume of

transactions was compounded by the fact that no-subledger existed.

During the course of the examination, Management provided the examiners with updates

regarding the balance sheet line item, Drafts Outstanding, which reflects the balance carried in

the Company’s OLD G/L account. Although AIG has devoted significant resources to remediate

OLD reconciliation issues, there still remains a material weakness within OLD. The primary

reason for this weakness is that OLD still contains millions of transactions, related and unrelated

to outstanding checks, which remain unreconciled over a number of years.

As noted previously and discussed further under the caption “Remediation of Material

Weaknesses in Internal Controls over Financial Reporting,” AIG is currently performing a

remediation of balance sheet reconciliations, which includes an attempt to reconcile OLD, and to

implement a system so that only proper transactions are recorded in this G/L account. The
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Company provided the examiners with many updates to the process; however, due to the fact that

this remediation process is ongoing, the Company could not provide specific underlying detail to

support the OLD G/L account balance. Therefore,

It is recommended that the Company reconcile its OLD G/L account, and
properly report balances in appropriate balance sheet line items in
accordance with NAIC Annual Statement Instructions, and 18 Del.C. 526(a).
Exception 17/28

Refer to the “Notes to Financial Statements in this Report” section of this Report, under

the caption “Drafts Outstanding” for associated financial adjustments related to Drafts

Outstanding. Refer to the “Subsequent Events” section of this Report, under the caption

“Outstanding Loss Drafts” for the Company’s remediation efforts.

Checks $50 and Under

The Company has written procedures in place for handling outstanding loss checks in

excess $50. The procedures call for the Claims Unit Managers to facilitate contact with the

payee via phone or mail. If the attempts become futile, the claim is identified as Abandoned

Property. It should be noted that due to the elongated time frame from the examiner’s initial

request to the point of receiving a full and complete outstanding check listings for Lexington,

Starr Excess and Landmark from Management, the examiner did not review a verification of

contacts to the Payee.

The Company could not provide procedures for the handling of outstanding loss checks

$50 and under. Thus, these outstanding loss checks are not tracked, and efforts to contact the

Payee via phone or mail are not documented. Therefore,
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It is recommended that Management expand its operational guidelines to
encompass adequate tracking of outstanding loss checks $50 and under, and
facilitate appropriate contact with the Payee via phone or mail.
Exception 18/28

Escheat Review

The results of the review of escheat reports, outstanding checks and other documentation

revealed that the Company has a process in place for the tracking and processing of escheatable

funds, except as noted with regard to checks $50 and under. A review of escheat reports for the

year 2005 indicates the Company filed escheat reports. However, these reports were shown to be

inaccurate. Upon review of the year-end 2005 and August 2006 outstanding check lists, there

were checks which were issued by the Company that were significantly old (1996 - 2002), but

were yet to be escheated to the states as of December 31, 2006.

Based on the review performed, the examiner concluded that while the filed escheat

reports indicated escheat of funds to states in a timely manner, the outstanding check listing

indicates that there remain outstanding checks, which have yet to be escheated to states.

Additionally, Management stated that outstanding checks $50 and under have not been escheated

to any state, as there is no process in place to track checks $50 and under. Therefore,

It is recommended that the Company commit resources to provide the
following with regards to escheating uncashed checks:

 Develop written procedures for escheating checks $50 and under, when
these are determined escheatable under state time tables;

 Undertake procedures to track outstanding checks ($50 and under), and
include these checks in the Abandoned Property Reports;

 Review its escheat system for proper tracking and reporting of
Escheatable funds, as a means to locate checks that have not been or
remain unremitted to the appropriate states;

 Verify that remittance of all outstanding loss checks from 1996 and prior
(over and under $50) have been escheated to the appropriate state. If
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the applicable state cannot be determined, the escheatable item should
be escheated to the Company's state of domicile.
Exception 19/28

Remediation of Material Weaknesses in Internal Controls over Financial Reporting

Following receipt of subpoenas from, and commencement of investigations by, various

regulatory agencies, in March 2005 AIG’s then Chief Executive Officer retired, and the then

Chief Financial Officer was terminated. In connection with the preparation of AIG’s

consolidated financial statements, AIG’s current management initiated an internal review of

AIG’s books and records, which was substantially expanded in mid-March (2005) with the

oversight of the Audit Committee of the Board of Directors. Based on its evaluation and the

identification of the material weaknesses in internal controls over financial reporting and new

information about preexisting facts which came to AIG’s attention during the course of its

internal review, and because of an inability to file AIG’s Annual Report on Form 10-K within

the statutory time period, AIG’s new Chief Executive Officer and Chief Financial Officer

concluded that, as of December 31, 2004, AIG’s disclosure controls and procedures were

ineffective.

Control deficiencies as of December 31, 2004 were noted in the following areas:

 Control environment
 Controls over the evaluation of risk transfer
 Controls over certain balance sheet reconciliations
 Controls over the accounting for certain derivative transactions
 Controls over income tax accounting

As a result of these review findings, together with the results of investigations conducted

by outside counsel at the request of AIG’s Audit Committee, and in consultation with AIG’s

independent registered public accounting firm, AIG restated its audited consolidated financial
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statements for the years ended December 31, 2003, 2002, 2001 and 2000 and its unaudited

condensed consolidated financial statements for the quarters ended March 31, June 30 and

September 30, 2004 and 2003 and the quarter ended December 31, 2003 (the First Restatement).

As a result of the aforementioned restatements, AIG's new Chief Executive Officer and

Chief Financial Officer concluded that, as of December 31, 2004, AIG's disclosure controls and

procedures were ineffective based on the criteria in Internal Control – Integrated Framework

issued by the Committee of Sponsoring Organizations of the Treadway Commission (“COSO”);

these control deficiencies constitute material weaknesses.

Upon identification of these material weaknesses and under the direction of its new CEO

and CFO, AIG developed a comprehensive plan to remediate the material weaknesses identified.

On November 9, 2005, AIG announced that it had identified certain additional errors, the

preponderance of which was identified during the remediation of the material weaknesses in

internal control over financial reporting. Subsequent to this announcement, and in connection

with its ongoing remediation efforts, AIG identified certain additional errors principally relating

to internal controls over reconciliation of certain balance sheet accounts in the Domestic

Brokerage Group. Due to the significance of these additional errors, AIG restated its

consolidated financial statements and financial statement schedules for the years ended

December 31, 2004, 2003 and 2002, along with 2001 and 2000 for purposes of preparation of the

Selected Consolidated Financial Data for 2001 and 2000, and quarterly financial information for

2004 and 2003 and the first three quarters of 2005 (the Second Restatement). This Second

Restatement included a refilling of both LIC and SELIC’s 2004 Annual Statements.

As of December 31, 2005, the material weaknesses relating to the control environment,

i.e., management changes, and controls over the evaluation of risk transfer, i.e., reclassification
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of certain reinsurance transactions as deposit accounting, were remediated; however, the material

weaknesses relating to 1.) controls over certain balance sheet reconciliations, 2.) controls over

the accounting for certain derivative transactions (not applicable to LIC and SELIC), and 3.)

controls over income tax accounting, remained as they were not fully remediated. As a result of

these remaining material weaknesses in internal control over financial reporting, AIG’s Chief

Executive Officer and Chief Financial Officer concluded that, as of December 31, 2005, AIG’s

disclosure controls and procedures were ineffective.

Throughout 2005 and continuing in 2006, AIG has devoted significant efforts towards

remediation of the three (3) remaining material weaknesses, and remediation of AIG’s control

environment has aided in these efforts. Nonetheless, these material weaknesses were not yet

fully remediated as of December 31, 2005. AIG management continues to assign the highest

priority to AIG’s remediation efforts in these areas, with the goal of remediating these material

weaknesses by year-end 2007. However, due to the nature of the remediation process and the

need to allow adequate time after implementation to evaluate and test the effectiveness of the

controls, management has given no assurance as to the timing of complete achievement of

remediation. As part of its remediation efforts, AIG management represents its intention to

develop new systems and processes which will allow it to rely on front-end preventative

controls, which will be more sustainable over the long term. During the examination, AIG

management represented its commitment to making the investments necessary to make these

improvements.

AIG has taken specific remediation steps with respect to its three remaining material

weaknesses:
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 Controls over certain balance sheet reconciliations: AIG has implemented the following

measures to enhance its ability to identify, assess, measure and help to ensure the accuracy of

its balance sheet accounts:

 Adoption and implementation of new corporate guidelines on balance sheet
reconciliations;

 Implementation of new programs to train staff on the requirements of the new guidelines;
 Enhancement of the oversight of the balance sheet reconciliation function by adding

qualified staff and engaging outside resources; and
 Enhancement of processes for evaluating and monitoring financial statement exposures

related to balance sheet reconciliations.

 Controls over the accounting for certain derivative transactions: AIG has taken the

following actions to remediate this material weakness:

 Enhancement of systems and implementation of new controls over the accounting for
derivatives and related assets and liabilities;

 Implementation of new procedures and controls to ensure technical compliance with the
provisions of FAS 133, including specific documentation requirements, prior to
application of hedge accounting by AIG subsidiaries; and

 Establishment of improved oversight, monitoring and supervision of derivative
accounting issues in part, through the hiring of additional personnel with expertise in
FAS 133.

 Controls over income tax accounting: AIG has taken the following actions to remediate this

material weakness:

 Implementation of new controls over its accounting for income taxes;
 Enhancement of its oversight over income tax accounting through hiring of additional

qualified staff;
 Engagement of an outside accounting firm to assist in the analysis of its income tax

accounting; and
 Enhancement of processes for evaluating and monitoring financial statement exposure

related to income tax accounting.

Refer to caption “Allowance Provision – FAS 5 – Accounting for Contingencies,” which

follows this section, for details regarding the Company’s accounting for contingencies, i.e., FAS

5 Reserve, and details regarding 2006 remediation. Refer to the “Subsequent Events” section of



Lexington Insurance Company

53

this Report, under the caption “Reconciliation and Remediation” for details and results of AIG’s

continued remediation efforts subsequent to the examination period.

Allowance Provision – FAS No. 5 - Accounting for Contingencies

In accordance with the Financial Accounting Standards No 5 - Accounting for

Contingencies (“FAS 5”), at year-end 2005, AIG established an allowance provision for

identified and potential exposures within DBG’s operational areas. The Surplus Lines Pool FAS

5 Allowance Provision at December 31, 2005 was as follows:

Fusion $ 129,778
Financial Accounting 10,327,791
Premium Receivables 10,535,424
Reinsurance 71,724,680
Total Surplus Pool FAS 5 $92,717,673

2004 and 2005 Remediation

Refer to the “Remediation of Material Weaknesses in Internal Controls over Financial

Reporting,” previously discussed in this section, for details regarding AIG’s 2004 and 2005

remediation.

2006 Remediation

As of December 31, 2006, the material weaknesses relating to the controls over certain

balance sheet reconciliations and the controls over the accounting for certain derivative

transactions were remediated; however, the material weakness relating to the controls over

income tax accounting was not fully remediated. Based on the remaining material weakness in

internal control over financial reporting relating to income tax accounting, AIG concluded that,

as of December 31, 2006, AIG’s disclosure controls and procedures were ineffective.

AIG’s outside auditor, PwC, noted in their report as of December 31, 2006, that AIG did

not maintain effective internal control over financial reporting as of December 31, 2006 because
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of the effect of the material weakness relating to controls over income tax accounting. PwC

specified that because of its inherent limitations, internal control over financial reporting may not

prevent or detect misstatements. Also, projections of any evaluation of effectiveness to future

periods are subject to the risk that controls may become inadequate because of changes in

conditions, or that the degree of compliance with the policies or procedures may deteriorate.

They further defined a material weakness as a control deficiency, or a combination of control

deficiencies, that results in more than a remote likelihood that a material misstatement of the

annual or interim financial statements will not be prevented or detected.

With respect to the remediated material weaknesses, as of December 31, 2006 AIG

disclosed significant deficiencies relating to internal controls over the reconciliation of balance

sheet accounts in DBG. The AICPA Statement of Auditing Standards (SAS 60) defines a

significant deficiency as a control deficiency that adversely affects the entity’s ability to initiate,

authorize, record, process, or report financial data reliably in accordance with generally accepted

accounting principles such that there is more than a remote likelihood that a misstatement of the

entity’s financial statements that is more than inconsequential will not be prevented or detected.

Examination Coverage

AIG Management’s ongoing remediation efforts during 2005 and 2006 were considered

as part of the Delaware Statutory Examination for DBG’s key operational segments: Fusion,

Premium Collections, Financial Accounting, and Reinsurance.

Fusion

Fusion 2005 Remediation

 As of December 31, 2005, Management recognized a significant deficiency over the

Fusion operational area. The deficiency was based on eight control deficiencies or
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SAD’s, and the recording of large changes in exposure reserves. The 2005 year-end

DBG FAS 5 reserve included reserves for receivables (both legal and non-legal),

historical general ledger clean-up items, and state related regulatory reporting and tax

issues associated with loss sensitive business.

 As part of the 2005 significant deficiency remediation process a comprehensive plan

covering 1) accounting/controls, 2) technology, 3) organization/production capabilities

and 4) process improvement was implemented. Within the framework of the four

categories, a collection of 16 projects with both strategic / sustainability aspects and

tactical activities were initiated. The majority of these projects were fully implemented

as of December 31, 2006.

Fusion 2006 Remediation

 Significant progress in addressing control deficiencies was accomplished in 2006. The

initial remediation plan was executed and planned results materialized. Management’s

assessment of the remediated contributing items indicated that the stated deficiency no

longer qualified as significant, considering the current control environment and

substantive findings on interim financial statements.

Fusion 2007 Remediation

 Management's plan for 2007 identified certain control objectives that had not been fully

met during the 2006 remediation of significant deficiencies identified in 2005. These

control deficiencies were identified by Fusion Management, either through management

control testing or overall evaluation of processes, as new control deficiencies / SAD’s.

 The new control deficiencies were identified due to 1) additional functional areas brought

into scope, 2) increase in the overall number of key controls and testing, 3)
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management’s view of improvement needs in certain areas which require continued

focus, and 4) areas where, although controls are in place, there are either exceptions

noted or the recommended testing guidelines cannot be followed due to insufficient

testing cycles.

 Management noted that although control deficiencies were identified, all of them are

being addressed, and currently present minimal financial impact.

Fusion FAS 5 Reserve Assessment

Examiners considered the above remediation in conjunction with the fourth quarter 2006

(“4Q06”) FAS 5 reserve for the Fusion DBG Operational Area. A reserve increase of

$10,557,131 was noted in the FAS 5 Reserve for Fusion between fourth quarter 2005 (“4Q05”)

and 4Q06 as follows (on a pooled basis):

4Q05 FAS 5 ($ 129,778) Beginning Balance
2006 Charge-Offs 1
2006 Reserve Change (10,577,131)
4Q06 FAS 5 ($10,706,908) Ending Balance

The reserve increase ($10.6 million) is attributable to litigation with the State of Texas

relating to a surplus lines tax case in the Texas Supreme Court. Although the case is under

appeal, the $10.6 million estimate was established for 1996-2006 years and is an estimate of a

settlement with Texas. Lexington has prevailed on a summary judgment in the trial court but lost

on a subsequent appeal.

Financial Accounting
Financial Accounting 2005 Remediation

As of December 31, 2004, Management identified a Material Weakness in DBG's

controls over Balance Sheet Reconciliations, as reconciliations were not completed in a timely

manner and/or reconciling items were not resolved. During 2005, management developed and
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implemented a remediation plan driven by three critical success factors; i) complete and

successful testing of reconciliations, ii) performing a reasonable evaluation of exposure, and iii)

developing a plan for sustainability of controls.

In their December 31, 2005 “Reconciliation Status Report” AIG management identified a

total of 3,266 general ledger accounts that needed to be reviewed as part of their remediation

efforts to correct the deficiencies. These general ledger accounts were broken down into

“Problem” and “Non-Problem” accounts, and the reconciliation of each was identified as “in-

progress” or “not yet started”. For completed reconciliations, accounts were distinguished

between “Completed with no Significant Exposure” and “Completed with Exposure”.

In establishing the December 31, 2005 Financial Accounting FAS 5 Exposure, AIG

Management considered:

- The aging of account balances (causes and action plans);
- Unreconciled differences;
- Substantiation of balances for validity;
- Unsubstantiated account balances after being researched;
- Any known issues regardless of balance aging.

A significant deficiency was recognized by AIG over DBG’s Balance Sheet

Reconciliations as of December 31, 2005. The deficiency was based on eight control

deficiencies and the recording of large changes in exposure reserves.

Financial Accounting 2006 Remediation

During 2006, management continued to implement the remediation plan, building on the

initiatives started in 2005. In April 2006 management issued a formal corporate wide policy for

the reconciliation of balance sheet accounts. Management's assessment of the 2006 deficiencies

noted that there were 42 control deficiencies relating to reconciliations across AIG entities that

were reported. Of these, only one resulted in significant adjustment to the Surplus Lines Pool in

2006:
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 A $330 million adjustment recorded at DBG for exposure related to DBG’s OLD

accounts. DBG management indicated that they fully reconciled OLD for all four

quarters of 2006, (note that 2005 and prior periods were not included as part of this OLD

reconciliation). They further indicate that their reconciliations have validated the

accuracy of the original modeled exposure, for which a $225 million FAS 5 reserve was

recorded in 3Q06, with an additional $105 million recorded in 4Q06. Based on AIG’s

FAS 5 analysis, the resulting FAS 5 adjustment for OLD that Management booked to the

Surplus Pool at 4Q06, and carried to the 2006 Statutory Annual Statement, was a $33

million debit decrease to the FAS 5 with a resulting Surplus benefit. For Statutory

Examination purposes, this FAS 5 adjustment has been disallowed, due to the fact that

DBG management could not support the debit balance with underlying details.

Financial Accounting 2007 Activity

With respect to 2007 activity, Management concluded that while the material weakness

in controls over balance sheet reconciliations had been remediated, a significant deficiency will

remain. Remediation of this significant deficiency will require the following:

1. Continue enterprise-wide monitoring and tracking of reconciliations and exposure

analysis for DBG and Non-DBG entities. A key to this will be the addition of a

Corporate Oversight position to ensure:

 On-going enterprise-wide compliance with the Accounting Policy for Balance
Sheet Reconciliations

 Quarterly tracking of reconciliation status and exposure analysis across all AIG
units

 Evaluation and review of Self Assessments
 Monitor and ensure sustainability of remediation steps implemented
 Act as a point of contact for reconciliation-related issues/inquiries
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2. DBG-specific activates related to tracking reconciliations and exposure analysis,

including:

 Continue quarterly self assessments
 Continue quarterly exposure analysis across all Businesses
 Evaluate and resolve any SAD’s arising from the 2006 Audit
 Leverage technology to increase automation of the reconciliation process
 Organization of an OLD/Loss Reporting Unit to finalize a sustained reconciliation

process

3. Non-DBG specific activities related to tracking of reconciliations and exposure

analysis will include the following, ultimately to be coordinated via the Corporate

Oversight position:

 Continued monitoring of the adoption of the Accounting Policy by non-DBG
units. The approach will focus on Policy compliance, including:
 Inventory and ownership of reconciliations
 Robust exposure analysis
 Implementation of a self-assessment process

 Recommendations and observations from the 3Q06 review to be distributed to
each entity. Individual results meetings will be set up with each segment CFO

 4Q06 Review will focus on evaluation of Self Assessment programs, with the
objective of:
 Improving current compliance scores for Non-DBG Businesses
 Leveraging lessons learned/best practices

 Summary of Internal Audit Department’s Risk Assessment Matrix will be
distributed to each entity

 Resolution of current period intercompany balances monitored by Corporate
Intercompany Unit

 Assist specific segments in the development of “Reconciliation Roadmaps” and
implementation of Self Assessment process

Financial Accounting FAS 5 Reserve Assessment

AIG management's remediation efforts during 2006 resulted in changes to the Financial

Accounting FAS 5 reserves established as of December 31, 2005. A reserve decrease of

$70,123,771 was noted in the FAS 5 Reserve for Financial Accounting between 4Q05 and 4Q06

as follows (on a pooled basis):
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4Q05 FAS 5 ($10,327,790) Beginning Balance
2006 Charge-Offs (59,406,207)
2006 Reserve Change 70,123,771
4Q06 FAS 5 $ 389,774 Ending Balance - surplus benefit

Although the 4Q06 ending FAS 5 reserve had a $389,774 debit balance (surplus benefit),

management concluded the following,

"Due to the complexity of DBG’s business lines and control deficiencies identified
during 2006, a Significant Deficiency (more than a remote possibility of a
misstatement that will not be prevented or detected, that is more than
inconsequential but less than material) remains.”

Despite the above “surplus benefit”, refer to the “Notes to Financial Statements” section

in this Report, under the caption “Allowance Provision” for the financial impact as a result of

reflecting reserve changes, and remediation of Summary of Unadjusted Deficiencies during 2006

that applied to 2005 and prior balances, totaling $1,962,557 on a pooled basis, related to

Financial Accounting.
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Premium Collections

Premium Collections Remediation

Management indicated that it does not have a year-end 2006 assessment and remediation

summary memo regarding DBG Premium Collections as there were no reportable significant

deficiencies for DBG Premium Collections as of December 31, 2006.

Per review of AIG management’s exposure analysis presented to PwC for the 4th Quarter

of 2006, Examiners noted a reserve increase of $29,554,285 in the Premium Collections FAS 5

Reserve between 4th Quarter 2005 and 4th Quarter 2006 as follows (on a pooled basis):

4Q05 FAS 5 ($10,535,424) Beginning Balance
2006 Charge-Offs 1,127,253
2006 Reserve Change (29,554,285)
4Q06 FAS 5 ($38,962,456) Ending Balance

It is noted that the 4th Quarter 2005 FAS 5 reserves of $10,535,424 was fully used by

AIG management to reduce the Over 90 Day penalty in Uncollected Premiums for year-end

2005. Although management did not report a significant deficiency in this area, based on the net

year-end 2006 remaining FAS 5 exposure of $28,427,032, it appears that exposure does exist

within DBG Premium Collections.

Premium Collections FAS 5 Reserve Assessment

Based on DBG management’s Premium Collections FAS 5 presentation to PwC for 4th

Quarter 2006, it was noted that the 2006 FAS 5 reserve increase stemmed from the following (in

millions):

$ 2.0 PeopleSoft Ledger Validation - Reconciliation of general ledger accounts.
29.0 ART Subledger Validation - Debit Receivables, Credit Suspense, Run-offs.

143.9 Peoplesoft Subledger Validation - Potential charge offs of future receivables.
20.7 Guaranteed Cost (Legal) - Non loss sensitive business legal collections.
12.4 RSO Provision - Taxes paid to states but not yet collected from brokers/insureds.

$208.0 Total DBG 4Q06 Premium Collections FAS 5 Exposure.
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Out of the $208 million total DBG Premium Collections FAS 5, $29.6 million was

allocated to the Surplus Lines Pool, of which $20.4 million was applicable to 2005 and prior

balances (on a pooled basis).

Refer to the “Notes to Financial Statements” section of this Report, under the caption

“Allowance Provision” for the financial impact as a result of the above financial adjustments in

2006 that applied to 2005 and prior balances, totaling $20.4 million on a pooled basis, related to

Premium Collections.

Reinsurance

Reinsurance 2005 Remediation

In 2005, AIG management identified a significant deficiency for DBG Reinsurance

Operations in conjunction with Loss Sensitive Business, i.e., Fusion, and concluded that it,

“…had not maintained effective controls over the monitoring of the completeness,
accuracy and reporting (internal and external) of certain reinsurance
transactions in a timely manner.”

Sarbanes-Oxley testing performed during 2005 by both management and PwC identified

numerous internal control deficiencies. In the aggregate, AIG management concluded that the

individual deficiencies, when taken with those noted in the Fusion (loss sensitive) processes,

constituted a significant deficiency.

Reinsurance 2006 Remediation

During 2006, Management initiated the implementation of a comprehensive remediation

plan to identify and address the root causes of the SAD’s that contributed to the 2005 significant

deficiency. The plan objectives were to:

1. Establish, document, and test key controls for reinsurance processes to ensure they
are operating effectively and are sustainable;

2. Establish, document, and test key controls over the reconciliations and exposure for
Intra / Inter-company reinsurance transactions;
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3. Establish, document, and test key controls over captive reinsurance and conduct
exposure analysis;

4. Establish, document, and test key controls for the quarterly estimates of collateral
requirements and the annual compilation of Schedule F;

5. Implement a formal process for non-machine transactions;
6. Document reinsurance process interdependencies (e.g., Actuarial, Claims);
7. Develop organizational structure, and increase resources at DBG Reinsurance

Accounting.

AIG management’s conclusion at December 31, 2006 stated,

“…based upon inquiry, observation and testing, Management has concluded that
there was, in the aggregate, a Significant Deficiency in the design and
operational effectiveness of internal controls in this area during year end
December 31, 2006.”

The critical considerations underlying Management’s conclusion were summarized as

follows:

 Many transaction-level internal controls suffer from design deficiencies, insofar as many

of these controls are not rigorous or frequent enough to fully achieve transaction-level

control objectives;

 In certain circumstances where these controls are appropriately designed, inquiry,

observation and testing have revealed them to be operating inconsistently. Many of these

controls have not been completely documented or tested at December 31, 2006;

 There is significant reliance on less frequent DBG-level controls, which are primarily

“detective” in nature and often occur late in the financial reporting process;

 These DBG-level controls are manual in nature and heavily dependent upon the

experience and expertise of the personnel responsible for executing these controls;

 There are several layers of these DBG-level manual, detective controls which are

performed by a cross-section of Management, both within DBG Reinsurance Accounting

and in other DBG areas;
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 During 2006, these DBG-level controls successfully identified numerous potential

financial reporting issues (most of which were insignificant in relation to the overall AIG

quantitative materiality threshold) that were successfully investigated and addressed prior

to the issuance of any periodic external financial reporting;

 Management is not aware of any qualitative considerations, alleged or factual, suggesting

any potentially material financial reporting issue(s);

 DBG Reinsurance Accounting completed several significant projects during 2006

designed to validate financial reporting data.

Despite the aforementioned design and operational deficiencies for transaction-level

controls, and based upon both the DBG-level controls, which were “in place” and operational for

the entire year, including reinsurance projects completed during 2006, management believed that

the financial reporting data produced by DBG Reinsurance Accounting was materially correct

for the interim and annual periods ended December 31, 2006.

Reinsurance FAS 5 Reserve Assessment

Per review of AIG management’s reinsurance reserve analysis, Examiners noted a

reserve increase of $23,300,000 in the Reinsurance FAS 5 Reserve between 4Q05 and 4Q06 as

follows (on a pooled basis):

4Q05 FAS 5 ($71,724,682) Beginning Balance
2006 Charge-Offs 9,500,000
2006 Change in Reserve (23,300,000)
4Q06 FAS 5 ($85,524,682) Ending Balance

Refer to the “Notes to Financial Statements” section of this Report, under the caption

“Allowance Provision” for the financial impact as a result of the above financial adjustments in

2006 that applied to 2005 and prior balances, totaling $63,372,068 on a pooled basis, related to

Reinsurance.
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Permitted Practices

The Delaware Insurance Department has not adopted any of the prescribed or permitted

accounting practices that differ from those found in NAIC SAP. However, the Department has

permitted the Company to utilize the Independent audit of the Company’s Parent (the combined

upstream holding company) to support the requirement for audited U.S. GAAP equity of the

investments in non insurance and foreign insurance entities, i.e., departure from SSAP 88,

paragraph 8. As of December 31, 2005, the aggregate value of equity investments to which this

permitted practice applies amounted to $121,564,000.

The Department has also permitted the Company to utilize audited financial statements

prepared on a basis of accounting other than U.S. GAAP to value investments in joint ventures,

limited partnerships and hedge funds, i.e., departure from SSAP 48. The aggregate value of joint

ventures, limited partnerships and hedge funds to which this permitted practice applies is

$43,556,000.

Refer to the “Subsequent Events” section of this Report, under the caption “Permitted

Practice Requests” for information regarding permitted practice requests applicable to the 2006

Annual Statement.
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FINANCIAL STATEMENTS

The following pages contain a statement of assets, liabilities, surplus and other funds as

of December 31, 2005, as determined by this examination, along with supporting exhibits as

detailed below:

Analysis of Assets, December 31, 2005

Statement of Liabilities, Surplus and Other Funds, December 31, 2005

Underwriting and Investment Exhibit, Statement of Income, December 31, 2005

Capital and Surplus Account, Statement of Income, December 31, 2005

Schedule of Examination Adjustments
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Analysis of Assets
As of December 31, 2005

Non-admitted Net Admitted
Assets Assets Assets Notes

Bonds $7,775,398,893 $7,775,398,893
Stocks:

Preferred stocks 338,477,204 338,477,204

Common stocks 723,358,828 723,358,828

Cash and short-term investments 95,800,770 95,800,770 1

Other invested assets 591,216,182 591,216,182
Aggregate write-ins for invested assets

Swaps 2,231,273 2,231,273

Investment income due and accrued 107,826,846 107,826,846 2

Premiums and considerations: 0
Uncollected premiums and agents' balances in course of collection 319,402,707 $22,235,302 297,167,405 3

Deferred premiums, agents' balances and installments booked
but deferred and not yet due 23,884,996 23,884,996

Reinsurance:
Amounts recoverable from reinsures 381,267,160 381,267,160
Funds held by or deposited with reinsured co.’s 37,829 37,829

Net deferred tax asset 415,386,907 156,029,339 259,357,568 4
Guarantee funds receivable or on deposit 128 128
Electronic data processing equipment 770,494 770,494 0 18
Receivable from parent, subsidiaries and affiliates 33,092,443 33,092,443 5
Aggregate write-ins for other than invested assets

Loss clearing 4,309,828 4,309,828 6
Loss funds on deposit 4,750,853 4,750,853
Accrued recoverables 2,216,800 2,216,800
Retroactive reinsurance recoverables 758,418 758,418
Other assets 31,601,370 8,696,986 22,904,384 7
Allowance provision (151,224,851) __________ (151,224,851) 8

Total Assets $10,700,565,078 $187,732,121 $10,512,832,957
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Statement of Liabilities, Surplus and Other Funds
As of December 31, 2005

Notes
Losses $4,833,769,776 9
Loss adjustment expenses 628,584,652 9
Contingent commissions (4,785,438) 10
Taxes, licenses and fees 1,773,852
Current federal and foreign income taxes 25,587,407 11
Unearned premiums 1,954,257,232
Ceded reinsurance premiums payable 375,000,126 12
Funds held under reinsurance treaties 19,593,391
Amounts withheld or retained by company for account of others 12,021
Provision for reinsurance 131,315,699 13
Drafts outstanding 0 14
Payable to parent, subsidiary and affiliates 62,459,406
Payable for securities 0 15
Aggregate write-ins for liabilities

Other liabilities 19,772,753 16
Deferred commission 11,028,100 17
Deposit accounting liability 1,713,761
Retroactive reinsurance recoverable (3,992,815)
Retroactive reinsurance payable (2,502,714)

Total Liabilities $8,053,587,209

Aggregate write-ins for special surplus funds
Special surplus fund $3,055,132

Common capital stock 5,000,000
Gross paid-in and contributed surplus 333,819,957 18
Unassigned funds (surplus) 2,117,370,659
Surplus as regards policyholders $2,459,245,748

Total liabilities $10,512,832,957

* Differences due to rounding
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Underwriting and Investment Exhibit - Statement of Income
As of December 31, 2005

UNDERWRITING INCOME

Premiums earned $3,199,681,398

DEDUCTIONS

Losses incurred $2,316,291,646
Loss expenses incurred 330,699,421
Other underwriting expenses incurred 483,409,205

Total underwriting deductions $3,130,400,272
Net underwriting gain or (loss) $69,281,126

INVESTMENT INCOME

Net investment income earned $357,037,009
Net realized capital gains or (losses) 10,373,713
Net investment gain or (loss) $367,410,722

OTHER INCOME

Net gain or (loss) from agents’ or premium balances charged off ($4,792,164)
Aggregate write-ins for miscellaneous income 1,601,769

Total other income ($3,190,395)
Net income before dividends to policyholders and before federal income taxes $433,501,453
Dividends to policyholders 0
Net income after dividends to policyholder but before federal income taxes 433,501,453
Federal and foreign income taxes incurred 117,680,616
Net income $315,820,837
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Capital and Surplus Account – Statement of Income
As of December 31, 2005

Surplus as regards policyholders, December 31, 2004 $2,226,150,944

GAINS AND (LOSSES) IN SURPLUS

Net income $315,820,837
Net unrealized capital gains or (losses) 67,514,913
Change in net deferred income tax 61,849,019
Change in non-admitted assets 67,970,646
Change in provision for reinsurance (68,093,391)
Surplus adjustments: Paid-in (See Note 17 in Notes to Financial Statements) (496,026)
Dividends to stockholders (13,000,000)
Aggregate write-ins for gains and losses in surplus

Correction of Error – Adjustments (93,363,044)
Change in surplus as regards policyholders for the year $338,202,954
Adjustment to surplus as a result of December 31, 2005 Examination (105,108,150)
Surplus as regards policyholder, December 31, 2005 $2,459,245,748
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SCHEDULE OF EXAMINATION ADJUSTMENTS

Examination
Per Increase

Description Examination Per Company (Decrease) Notes

Assets:
Cash and short-term investments $95,800,770 $90,981,010 $4,819,760 1
Investment income due and accrued 107,826,846 107,683,163 143,683 2
Uncollected premiums and agents’ balances 297,167,405 331,818,666 (34,651,261) 3
Net deferred tax asset 259,357,568 255,966,816 3,390,752 4
Electronic data processing equipment 0 0 0 18
Receivable from parent, subsidiaries and affiliates 33,092,443 37,816,239 (4,723,796) 5
Aggregate write-ins for other than invested assets:

Loss clearing 4,309,828 11,845,484 (7,535,656) 6
Other assets 22,904,384 148,000 22,756,384 7
Allowance provision (151,224,851) (74,174,138) (77,050,713) 8

Totals $669,234,393 $762,085,240 ($92,850,847)

Liabilities and Surplus:
Losses $4,833,769,766 $4,833,769,766 $0 9
Loss adjustment expense 628,584,652 628,584,652 0 9
Contingent commissions (4,785,438) (2,815,150) (1,970,288) 10
Current federal and foreign income taxes 25,587,407 12,457,952 13,129,455 11
Ceded reinsurance premiums payable 375,000,126 374,650,526 349,600 12
Provision for reinsurance 131,315,699 83,378,195 47,937,504 13
Drafts outstanding 0 2,715,869 (2,715,869) 14

Payable for securities 0 7,443,682 (7,443,682) 15
Aggregate write-ins for liabilities:

Other liabilities 19,772,753 46,235,570 (26,462,817) 16
Deferred commissions 11,028,100 21,098,674 (10,070,574) 17

Gross paid-in and contributed surplus 333,819,957 334,315,983 (496,026) 18
Unassigned Funds (Surplus) 2,117,370,659 2,222,478,809 (105,108,150)

Totals $8,481,463,681 $8,564,314,528 ($92,850,847)
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NOTES TO FINANCIAL STATEMENTS

Assets

(1) Cash and Short-term Investments: $95,800,770

The above-captioned amount is $4,819,760 more that reported by the Company in its

2005 Annual Statement, as a result of:

Reclassification of issued and outstanding checks at December 31, 2005 ($115,454,475)

Checks issued subsequent to December 23, 2005 (pipeline checks) 42,548,496

Wires paid subsequent to December 23, 2005 (pipeline wires) 77,686,739

Net Adjustment to Cash and Short-term Investments $ 4,819,760

Refer to the caption “Aggregate Write-ins for Other than Invested Assets: Loss Clearing” in this

section of this Report, and under the caption “Drafts Outstanding” in this section of this Report

for additional comments, and the recommendation regarding this reclassification. Refer to the

“Accounts and Records” section of this Report, under the caption “Outstanding Loss Drafts and

Escheat” for comments regarding the Outstanding Loss Drafts G/L account.

(2) Investment Income Due and Accrued: $107,826,846

The above-captioned amount is $143,683 more than that reported by the Company in its

2005 Annual Statement, as a result of reclassifying balances reported in error as Payables for

Securities. Refer to the caption “Payable for Securities” in this section of this Report for

findings and recommendations regarding this reclassification.

(3) Uncollected Premiums and Agents’ Balances in Course of Collection: $297,167,405

The above-captioned amount is $34,651,261 less than that reported by the Company in its

2005 Annual Statement, as a result of:
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(1) Increasing the non-admitted 90 day penalty by $11,894,877 based on documentation

provided by the Company supporting this adjustment; the Company is in

noncompliance with 18 Del.C. 1101(5), which states in part,

“(5) Premiums in the course of collection…not more than 3 months past
due, less commissions payable thereon…”

Additionally, comments noted by the Company’s outside auditor affirmed that the

Company was not aging balances in accordance with SSAP 6, paragraph 9(c), which

states in part,

“i. If amounts are both payable to and receivable from an agent on the
same underlying policy, and the contractual agreements between the agent
and the reporting entity permit offsetting, the non-admitted portion of
amounts due from that agent shall not be greater than the net balance due,
by agent;”

Rather, the Company is aging balances on a producer level, not on an individual

policy level. The aforementioned adjustment takes into consideration the Company’s

FAS 5 reserve for $20.4 million (pooled basis) established in 2006 for the Over 90

penalty that applied to 2005 and prior balances. Refer to the “Accounts and Records”

section of this Report, under the caption “Allowance Provision – FAS 5 – Accounting

for Contingencies: Premium Collection” for associated details.

(2) Reclassification of $22,756,384 from Agents' Balances to "Aggregate write-ins for

other than invested assets - Other assets". Account 11511770 contains Cash Loss

Advance (“CLA”) transactions, which are not premiums or agent balances in the

course of collection. Per Reinsurance Accounting, these are prepayments of losses

that were subsequently settled in January 2006. This reclassification has zero surplus

impact.
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Therefore,

It is recommended that the Company properly age agents' balances and
determine the Over 90 non-admitted portion in accordance with 18 Del.C.
§1101 (5) and SSAP 6, paragraph 9, but in particular ensuring that the Over
90 is calculated in compliance with SSAP 6, paragraph 9(c). Netting of debits
and credits between agents and between unrelated policies is not allowed in
accordance with SSAP 6.
Exception 20/28

Additionally,

It is recommended that the Company report amounts unrelated to agents’
balances, i.e., Cash Loss Advances (“CLA”), in accordance with NAIC
Annual Statement Instructions, 18 Del.C. §526(a) and SSAP 6, verifying that
all financial and non-financial data is reported accurately, completely, and
appropriately.
Exception 21/28

(4) Net Deferred Tax Asset: $259,357,568

The above-captioned amount is $3,390,752 greater than that reported by the Company in

its 2005 Annual Statement, as a result of aggregating various adjustments resulting from the

external CPA’s review of the statutory provisions for federal income tax. The adjustment is

based on the Company’s pre-tax statutory income/loss, corresponding tax balance sheet amounts,

and financial statement footnote disclosures. Their review was limited to the tax provision

calculations, and supporting tax workpapers for the period ended December 31, 2005, as

prepared by the AIG DBG staff.

(5) Receivable from Parent, Subsidiary and Affiliates: $33,092,443

The above-captioned amount is $4,723,796 less than that reported by the Company in its

2005 Annual Statement, as a result of non-admitting cash, paid in bulk to AI Facilities (an

affiliate) for future expenses AI Facilities will incur for furniture, rent and other office type

expenses on behalf of the Company. When the expenses are eventually incurred, an entry is
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made to clear a portion of the intercompany receivable originally created; however, there is no

exchange of cash upon monthly settlement. The establishment of a recoverable from AI

Facilities for cash paid to AI Facilities for prepaid expenses does not meet the criteria of an

admitted asset in accordance with SSAP 4, paragraph 3, which states:

“…The ability to meet policyholder obligations is predicated on the
existence of readily marketable assets available when both current and future
obligations are due. Assets having economic value other than those which can be
used to fulfill policyholder obligations, or those assets which are unavailable due
to encumbrances or other third party interests should not be recognized on the
balance sheet, and are, therefore, considered nonadmitted….

but rather as a non-admitted asset in accordance with SSAP 20, paragraph 2, which states in part,

“…The definition and accounting treatment for nonadmitted assets is outlined in
SSAP No. 4—Assets and Nonadmitted Assets,”

and SSAP 29, paragraph 2, which states in part:

“…Prepaid expenses shall be reported as nonadmitted assets and charged against
unassigned funds (surplus). They shall be amortized against net income as the
estimated economic benefit expires,”

and 18 Del.C. §526(a). Therefore,

It is recommended that in future periods the Company non-admit the
intercompany recoverable established under GL 12700373 for cash paid in
bulk to AI Facilities for future (furniture, rent and other office) expenses it
will incur in accordance with SSAP 20, paragraph 2 of SSAP 29, NAIC
Annual Statement Instructions, and 18 Del.C. §526(a).
Exception 22/28

In addition to the above finding, based on a review of a sample of intercompany balances,

it appears that the Company has not been properly settling these balances in accordance with the

terms of Article IV of the Inter-company Pooling Agreement, or Paragraph 5 of the (AIG)

Service and Expense Agreement. Refer to the “Intercompany Agreement” section of this Report

for details regarding the aforementioned agreements. As a result, some intercompany balances
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have remained on the pooled company books in excess of 1 year. Although AIG/DBG has taken

steps to account for contingencies by establishing a FAS 5 reserve for those balances in excess of

1.5 years as a part of AIG's remediation efforts, a reserve was not established for all balances in

excess of 1.5 years. Rather, during 2006, the Company began the process of clearing old

outstanding intercompany balances. As part of its remediation process, in fourth quarter of 2006,

DBG began the process of clearing stale intercompany balances. It is anticipated that this action

will result in a more accurately stated intercompany receivable/payable balance for the three

surplus lines companies for year-end 2006 and going forward. Therefore,

It is recommended that the Company ensure compliance with settlement
terms of the Inter-company Pooling Agreement and (AIG) Service and
Expense Agreement, by settling intercompany balances in accordance with
the respective agreements.
Exception 23/28

(6) Aggregate Write-ins for Other than Invested Assets – Loss Clearing: $4,309,828

The above-captioned amount is $7,535,656 less than that reported by the Company in its

2005 Annual Statement, as a result of reclassifying to Loss Clearing the net balance per

examination for Drafts Outstanding, which consists of the following:

 A net credit balance for $4,819,760, representing reclassified outstanding checks at

December 31, 2005 and check/wires issued/paid subsequent to the G/L cutoff date, i.e.,

December 23, 2005.

 A credit balance for $2,715,869, representing the balance reported as Drafts Outstanding

in the Company’s 2005 Annual Statement.

Per management, the balance reported as Drafts Outstanding at December 31, 2005 represents

losses clearing as the Company does not issue drafts. Refer to the caption “Cash and Short-term
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Investments” and under the caption “Drafts Outstanding,” both in this section of this Report, for

additional detail regarding the above adjustments, and the reclassification of issued and

outstanding checks as of December 31, 2005 from Drafts Outstanding.

(7) Aggregate Write-ins for Other than Invested Assets – Other Assets: $22,904,384

The above-captioned amount is $22,756,384 greater than that reported by the Company

in its 2005 Annual Statement, as a result of:

 Reclassifying $7,948,718 reported in error as Payables for Securities, and then non-

admitting this balance in accordance with SSAP 21, paragraphs 7, 8 and 9. Refer to the

caption “Payable for Securities” in this section of this Report for findings and

recommendations regarding this reclassification.

 Reclassification of $22,756,384 from Agents' Balances. Account 11511770 contains

CLA transactions, which are not premiums or agent balances in the course of collection.

Per Reinsurance Accounting, these are prepayments of losses that were subsequently

settled in January 2006. Refer to the caption “Uncollected Premiums and Agents’

Balances in Course of Collection” in this section of this Report for findings and

recommendations regarding this reclassification.

(8) Allowance Provision: ($151,224,851)

The above-captioned amount is $77,050,713 greater than that reported by the Company

in its 2005 Annual Statement, as a result of adjusting for changes to the Company’s FAS 5

reserve in 2006 related to 2005 and prior Annual Statement balances.
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12/31/2005 12/31/2006 LIC FAS 5
Surplus Pool Held 2006 2006 Held Increase for

(in dollars) Reserves Net Change Charge-Offs Reserves 2005 & Prior Bal*

Reinsurance Accounting ($57,379,746) ($18,640,000) $7,600,000 ($68,419,746) ($50,697,654)

DBG Fusion (103,822) (8,461,705) 1 (8,565,526) (8,461,704)

Premium Collections (8,428,339) (23,643,428) 901,802 (31,169,965) (16,321,309)

Financial Accounting (8,262,232) 56,099,017 (47,524,966) 311,819 (1,570,046)

Total ($74,174,139) $ 5,353,884 ($39,023,162) ($107,843,418) ($77,050,713)

*Amounts reported in the column “LIC FAS 5 Increase for 2005 & Prior Bal” reflects the Company’s 80% pooled share of the
Surplus Lines Pool FAS 5 reserve increase in 2006 for 2005 and prior balances.

Refer to Exceptions 10/28, 11/28, 12/28 and 14/28 in the “Accounts and Records” section

of this Report, under the caption “Reinsurance” for findings and comments of a non-financial

nature regarding the FAS 5 reserve (above) associated with Reinsurance Accounting. Refer to

the “Accounts and Records” section of this Report, under the caption “Allowance Provision –

FAS No. 5 – Accounting for Contingencies” for underlying details regarding the above

adjustments to the Allowance Provision.

Liabilities

(9) Losses: $4,833,769,776

Loss Adjustment Expenses: $628,584,652

The above-captioned amount, which is the same as that reported by the Company in its

Annual Statement, has been accepted for purposes of this report.

The Delaware Insurance Department retained the services of INS Consultants, Inc. to

conduct an independent review of the Surplus Lines Pool (“Pool”) loss and loss adjustment

expense reserves as of December 31, 2005. The Consulting Actuary’s analysis was performed
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on both a gross and a net basis; however, this analysis does not address the collectibility of

reinsurance recoverables. Should any of the Pool’s reinsurers fail to fulfill obligations as stated

in their contracts, a contingent liability would need to be established.

The conclusions set forth in the Consulting Actuary’s report are based on information

provided by the Pool, including the 2005 Annual Statements, the Pool’s own December 31, 2005

actuarial reserve analysis, and the December 31, 2005 analysis prepared and certified by

Milliman, Inc. A specific review to verify the accuracy of the data provided to the Consulting

Actuary was completed via sampling by the examination staff. The sampling results indicated

that the underlying data was reasonable. The Consulting Actuary also reviewed the Pool’s

exhibit which balances the year-end 2005 data to Schedule P, on an all-lines total basis. The

exhibit showed that the year-end amounts were closely reconciled to the Schedule P amounts.

The actuarial staff at Lexington provided the Consulting Actuary with the Pool’s

December 31, 2005 loss & loss adjustment expense reserve workpapers. The Consulting

Actuary also received the 2005 Statements of Actuarial Opinion for the three pooled companies,

which were prepared by Robert J. Meyer, FCAS, MAAA, of Milliman, Inc., as well as

Milliman’s supporting documentation for their reserve selections.

The Consulting Actuary review consisted of analyzing the Pool’s reserve data by

business segment on both a gross and a net basis. The Consulting Actuary utilized the

configuration of data which the Pool’s actuaries reviewed to prepare independent projections of

loss and loss adjustment expense reserves for many of the segments. The Consulting Actuary

reviewed segments which represent 77% of the total carried IBNR reserve. The Consulting

Actuary analyzed the same segments that Milliman reviewed, plus some additional segments.
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Based on work performed, the Consulting Actuary found the Pool’s carried December 31,

2005 net and gross loss and loss adjustment expense reserves to be reasonably stated, and as

such, no financial adjustment was required for examination purposes.

In Milliman’s Statements of Actuarial Opinion, there are appropriate comments

concerning the existence of major risk factors which may expose the Pool’s ultimate payments to

material adverse deviation relative to carried reserves at December 31, 2005. Risk factors

mentioned are the long-tailed nature of the business, and the tendency toward low frequency and

high severity claim characteristics.

(10) Contingent Commissions: ($4,785,438)

The above-captioned amount is $1,970,288 greater than that reported by the Company in

its 2005 Annual Statement, as a result of increasing the contra-liability for a debit note issued to

the benefit of the Surplus Lines Pool for contingent commissions payable associated with the

AIG Property Quota Share Treaty (no. 4397) covering the period January 1, 2001 to December

31, 2001.

(11) Current Federal and Foreign Taxes Payable: $25,587,407

The above-captioned amount is $13,129,455 greater than that reported by the Company

in its 2005 Annual Statement, as a result of aggregating various adjustments resulting from the

external CPA’s review of the statutory provisions for federal income tax, and the examiner’s

review of AIG’s consolidated income tax workpapers. The adjustment is based on the

Company’s pre-tax statutory income/loss, corresponding tax balance sheet amounts, and

financial statement footnote disclosures. The CPA’s review was limited to the tax provision

calculations, and supporting tax workpapers for the period ended December 31, 2005, as

prepared by the AIG DBG staff.
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(12) Ceded Reinsurance Premiums Payable: $375,000,126

The above-captioned amount is $349,600 greater than that reported by the Company in its

2005 Annual Statement, as a result of adjusting for accrued profit and sliding scale commissions.

Currently, the Company’s systems do not have the ability to populate its reinsurance

accounting system with non-standard features in its reinsurance contracts. As a result, PwC

noted that the Company did not properly accrue for profit and sliding scale commissions in four

of its ceded reinsurance contracts.

Therefore,

It is recommended that the Company properly accrue for all profit and
sliding scale commission that may be contained in the Company’s executed
reinsurance contracts.
Exception 24/28

(13) Provision for Reinsurance: $131,315,699

The above-captioned amount is $47,937,504 greater than that reported by the Company

in its 2005 Annual Statement, based on a review of the authorized status of reinsurers listed in

the Company’s 2005 Annual Statement Schedule F. The review identified fifty-five reinsurers

(including Hannover Ruckversicherungs) reported in the LIC Schedule F detail as authorized,

which were not listed in the State of domicile's authorized insurer listing. Therefore,

It is recommended that the Company categorize the authorized and
unauthorized reinsurance in accordance with the authorized reinsurer
listings of the Delaware Insurance Department. Any changes in the security
mechanisms that support the Delaware rating should also be considered in
the assignment of the authorized status.
Exception 25/28

With regards to the above finding, the Company has acknowledged that Hannover

Ruckversicherungs AG should have been treated as unauthorized in 2005, and have done so as of
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December 31, 2006. Refer to the “Subsequent Events” section of this Report, under the caption

“Hannover Ruckversicherungs AG” for additional comments regarding collateral measures taken

with regards to Hannover Ruckversicherungs.

(14) Drafts Outstanding: $0

The above-captioned amount is $2,715,869 less than that reported by the Company in its

2005 Annual Statement, as a result of:

 Reclassifying the balance for issued and outstanding checks totaling $115,415,475 that

were reported in error in the Outstanding Loss Drafts G/L account to Cash.

 Reclassification of the resulting net examination balance in Drafts Outstanding totaling

$7,535,656, which takes into consideration checks issued and wires paid subsequent to

the G/L cutoff date of December 23, 2005 to Loss Clearing, as per management, the

reported balance actually represents losses’ clearing since the Company does not issue

drafts.

The aforementioned adjustments to Drafts Outstanding resulted from the Company

providing documentation subsequent to the examination exit conference, which occurred April

11, 2007, to support their contention regarding loss payments issued, but not booked subsequent

to the G/L cutoff date of December 23, 2005. As noted in the “Accounts and Records” section of

this Report, under the caption “Outstanding Loss Drafts and Escheat: Reconciliation of OLD,”

the balance reported as Drafts Outstanding, which represents the balance reported in the

Company’s OLD G/L account, is used as a clearing account by various departments, in addition

to being a repository for outstanding checks and issued wire transfers. As these “other” clearing

transactions were known by management to be unreconciled as of December 31, 2005, they were

not taken into consideration as part of the examiner’s review of OLD / Drafts Outstanding.
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Accordingly, the unreconciled liabilities and adjustments are not concluded on, nor included as

part of the above adjustments due to the unreconciled nature of the OLD G/L account at

December 31, 2005.

Refer to the caption “Cash and Short-term Investments” and the caption “Aggregate

Write-ins for Other than Invested Assets: Loss Clearing,” both in this section of this Report, for

the financial adjustments as a result of the reclassification of issued and outstanding checks.

Refer to the “Accounts and Records” section of this Report, under the caption “Outstanding Loss

Drafts and Escheat” for comments regarding the Outstanding Loss Drafts G/L account.

The Company has not issued drafts for many years; however, the Company has

consistently utilized the ‘Drafts Issued Method’ when reporting issued and outstanding checks.

Accordingly, the manner in which the Company has been reporting outstanding checks is not in

compliance with NAIC Annual Statement Instructions and SSAP 2, paragraph 7, which states in

part,

“7. Drafts and checks have different legal characteristics. A check is payable
on demand, whereas a draft must be approved for payment by the reporting entity
before it is honored by the bank…Outstanding checks are accounted for as a
reduction of cash.”

Therefore,

It is recommended that the Company report issued, but uncashed checks, as
well as other liabilities and assets, which do not meet the definition of Drafts
Outstanding, in appropriate balance sheet line items in accordance with
NAIC Annual Statement Instructions, SSAP 2, and 18 Del.C. 526(a).
Exception 26/28

While the Company has re-classed out of Drafts Outstanding some asset and liability

balances to appropriate balance sheet accounts in its 2006 Annual Statement, the Company

continues to reflect an annual statement liability for Drafts Outstanding. When this was brought

to management’s attention, it was indicated that the 2007 financial statements would reflect
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proper reclassifications out of the Drafts Outstanding liability, and that the stated liability would

in future filings be reported as zero. Refer to the “Subsequent Events” section of this Report,

under the caption “Outstanding Loss Drafts” for comments regarding continued remediation of

the Outstanding Loss Drafts G/L account, and the Annual Statement line item Drafts

Outstanding.

(15) Payable for Securities: $0

The above-captioned amount is $7,443,682 less than that reported by the Company in its

2005 Annual Statement, as a result of reclassifying balances to appropriate balance sheet

accounts, and then non-admitting some of these balances in accordance with NAIC Accounting

Practices and Procedures, and SSAP 21, paragraphs 7, 8 and 9, which state;

“7. …A receivable due from the broker is established in instances when a
security has been sold, but the proceeds from the sale have not yet been
received…the receivable for securities is an admitted asset to the extent it
conforms to the requirements of this statement.

8. An evaluation shall be made in accordance with SSAP No. 5, to determine
if there is impairment. If, in accordance with SSAP No. 5, it is probable the
balance or any portion thereof is uncollectible, any such deemed uncollectible
receivable shall be written off and charged against income in the period the
determination is made. If it is reasonably possible, but not probable, the balance
or any portion thereof is uncollectible and is therefore not written off, the
disclosure requirements outlined in SSAP No. 5 shall be followed.

9. Receivables for securities not received within 15 days from the settlement
date shall be non-admitted and shall be classified as ‘Other than invested assets.’”

Based on SSAP 21, paragraphs 7, 8 and 9, the balance reported by the Company under “Payable

for securities” was reclassified as follows:
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Examination Balances in Annual Statement:
Re-class to Aggregate write-ins for liabilities - Other Liabilities ($15,536,083)
Re-class to Investment income due and accrued 143,683
Re-class to Aggregate write-ins for other than invested assets – Other assets 7,948,718*

($ 7,443,682)
Remaining Payable for Securities – Exam Balance 0
2005 Payable for securities Annual Statement balance ($ 7,443,682)
*outstanding more than 15 days, non-admitted per SSAP 21, paragraph 9

Therefore,

It is recommended that the Company ensure balances classified as
Receivables/Payables for Securities are classified in accordance with NAIC
Annual Statement Instructions and SSAP 21.
Exception 27/28

Further, as the above finding likewise represents a violation of 18 Del.C. §526(a), refer to

Exception 6/28 in the “Accounts and Records” section of this Report, under the caption

“Accounts and Records Findings” regarding the Company’s compliance with NAIC Accounting

Practices and Procedures and 18 Del.C. §526(a).

(16) Aggregate write-ins for liabilities – Other Liabilities: ($19,772,753)

The above-captioned amount is $26,462,817 less than that reported by the Company in its

2005 Annual Statement, as a result of:

(1) Remediation efforts during 2006 related to balance sheet reconciliations, which

resulted in the determination that $41,998,900 of other liabilities (consisting of balances reported

in G/L accounts 40900000 and 40900998), were invalid as of December 31. 2005, and;

(2) Reclassification of ($15,536,083) from “Payable for Securities” to “Other Liabilities”

in accordance with NAIC Accounting Practices and Procedures, and SSAP 21,

paragraphs 7, 8 and 9, as noted previously under the caption “Payable for Securities.”
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Therefore,

It is recommended that the Company implement policies, procedures and
controls to ensure timely reconciliation, and accurate reporting of financial
information.
Exception 28/28

Further, as the above finding likewise represents a violation of 18 Del.C. §526(a), refer to

Exception 6/28 in the “Accounts and Records” section of this Report, under the caption

“Accounts and Records Findings” regarding the Company’s compliance with NAIC Accounting

Practices and Procedures and 18 Del.C. §526(a).

(17) Aggregate Write-ins for liabilities – Deferred commission: $11,028,100

The above-captioned amount is $10,070,574 less than that reported by the Company in its

2005 Annual Statement, as a result of reversing an accrual amount that is supposed to be

reversed quarterly by management. It was noted that the accrual in question was subsequently

reversed in the first quarter of 2006. Refer to Exception 6/28 in the “Accounts and Records”

section of this Report, under the caption “Accounts and Records Findings” regarding the

accuracy of reported financial and non-financial data.

(18) Gross paid in and contributed surplus: $333,819,957

The above-captioned amount is $496,026 less than that reported by the Company in its

2005 Annual Statement, as a result of reclassifying the capital contribution of unamortized book

value of electronic data equipment previously under lease by AIG Credit to EDP and then non-

admitting the entire EDP balance. Additional information regarding this transaction is included

in the “Capitalization” section of this Report, under the caption “Common Capital Stock.”
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COMPLIANCE WITH PRIOR REPORT RECOMMENDATIONS

A review was performed of appropriate balance sheet and forepart files to verify

corrective action had been taken with regard to prior examination report comments and

recommendations.

Management and Control

Conflict of Interest

Prior Exam Comment: It is again recommended that the Company ensure that procedures

requiring the execution of conflict of interest statements for Officers and Directors be updated

yearly.

Current Exam Finding: A review of current conflict of interest procedures and documentation

noted that although the Company is currently in substantial compliance with its conflict of

interest procedures, management was still unable to locate conflict of interest statements for

some officers and directors. Based on this finding, the Company has not complied with the prior

examination report comment. Refer to the “Management and Control” section of this Report,

under the caption “Conflicts of Interest” for the associated finding and recommendation.

Holding Company:

Prior Exam Comment: It is recommended that the Company disclose this relationship in the

Holding Company registration statement, in conformity with 5004(b)(3)e "disclose all

management, service contract and all cost-sharing agreements".

Current Exam Finding: The examiner obtained and reviewed the most recent Holding Company

registration statements available. During this review, the examiner found that the Company had

in fact disclosed the intercompany agreement between the Company and Medical Excess

Services in its Form B filing for the period ending December 31, 2004.
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Reinsurance:

Reinsurance Recoverables on Loss and LAE

Prior Exam Comment: It is recommended that the Company ensure prompt and timely

settlement of balances pursuant to the terms of its agreements.

Current Exam Finding: The stop loss treaties for which the previous exam recommendation was

noted, are in run off and the settlements have been made on a timely basis per Management.

This assertion was not tested however, since the companies CPA firm has identified

intercompany reinsurance reconciliation and settlement issues. These issues have resulted in a

FAS 5 reserve. Refer to the “Notes to Financial Statements” section of this Report, under the

caption “Allowance Provision” for details regarding the Company’s December 31, 2005 FAS 5

reserve.

Reinsurance Payable on Paid Loss and LAE

Prior Exam Comment: As it was recommended in prior examinations, the Company should

follow Annual Statement Instructions for the reporting of reinsurance payable in paid loss and

loss adjustment expenses in order to company with NAIC practices and procedures as required

by Section 526(a) of the Delaware Insurance Code.

Current Exam Finding: The Company’s EDP systems are unable to segregate this information.

Based on work performed, this recommendation is still applicable as of December 31, 2005.

Refer to Exception 9/28 noted in the “Accounts and Records” section of this Report, under the

caption “Reinsurance” for the associated finding and recommendation regarding compliance

with SSAP 62 Paragraph 40, NAIC Annual Statement Instructions, and 18 Del.C. §526(a).

Receivable/Payable from/to Parent, Subsidiaries and Affiliates
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Prior Exam Comment: It is recommended that the Company comply with SSAP No. 64 in order

to comply with NAIC Practices and Procedures as required by 18 Del.C. §526(a).

Current Exam Finding: A review of Receivables/Payables from/to Parent, Subsidiaries and

Affiliates noted that although the Company continued to net debit and credit balances, current

netting was primarily limited to intercompany pooled balances. Netting of other non-

intercompany pooled balances appears to be performed in compliance with SSAP 64 and NAIC

Practices and Procedures as required by 18 Del.C. §526(a). The Company has substantially

complied with this recommendation.

Accounts and Records:

General Ledger Detail

Prior Exam Comment: It is recommended that the Company ensure general ledger detail on a

gross and ceded basis agree to Annual Statement presentation.

Current Exam Finding: The G/L detail agrees to the annual statement presentation for

reinsurance related items; however, there are still significant reconciliation issues with certain

G/L accounts that resulted in unidentifiable differences between the G/L and subledger support.

Technically this recommendation is addressed; however, a recommendation in the Accounts and

Records section has been made regarding subledger reconciliation issues. Refer to Exception

7/28 in the “Accounts and Records” section of this Report, under the caption “Accounts and

Records Findings” for the associated finding and recommendation.

Timely Response to Examination Requests

Prior Exam Comment: It is recommended that the Company ensure timely responses to

examination requests for information.
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Current Exam Finding: During the course of the current examination, the Company could not

produce certain records requested by the examination team. This finding was likewise noted

during the prior examination. Refer to Exception 5/28 in the “Accounts and Records” section of

this Report, under the caption “Accounts and Records Findings” for the associated for the

associated finding and recommendation regarding compliance with 18 Del.C. §320(c).

SUMMARY OF RECOMMENDATIONS

1. It is recommended that the Company report EDP equipment in accordance with NAIC
Annual Statement Instructions, 18 Del.C. §1101(13), SSAP 4(3)(a), and SSAP 16. (See
Capitalization: Common Capital Stock, page 6; Notes to Financial Statements: Gross Paid in
and Contributed Surplus, page 86 )

2. It is recommended that the Company comply with its bylaws regarding the role of its
President and the Executive Committee. (See Management and Control: Committees, page
9)

3. It is recommended that the Company ensure that procedures requiring the execution of
conflict of interest statements for Officers, Directors and key employees be updated yearly in
accordance with AIG’s Code of Conduct and AIG’s Code of Conduct Re-Certification and
Questionnaire. Further, it is recommended that the Company maintain copies of all
completed conflict of interest questionnaires on-site and available for future examination in
accordance with NAIC Annual Statement Instructions and 18 Del.C. §526(a). (See
Management and Control: Conflict of Interest, page 11; Compliance with Prior Report
Recommendations: Management and Control, page 87)

4. It is recommended that the Custodial Agreement with Mellon Bank be amended to
incorporate required clauses that must be included in Custodial or Safekeeping Agreements
in accordance with the NAIC Examiners Handbook. In addition, the laws under which the
agreement is governed should be changed to the laws of the state of Delaware. (See External
Agreements: Custodial Agreement, page 31)

5. It is again recommended that the Company comply with 18 Del.C. §320(c), and maintain /
retain all records necessary for the performance of Delaware’s tri-annual examinations. (See
External Agreements: Other Vendor Contracts, page 34; Accounts and Records: Accounts
and Records Findings, page 37; Compliance with Prior Report Recommendations: Timely
Response to Examination Requests, page 90)
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6. It is recommended that the Company complete its annual statement blank in accordance with
NAIC Annual Statement Instructions and 18 Del.C. §526(a), verifying that all financial and
non-financial data is reported accurately, completely, and appropriately. (See Capitalization:
Common Capital Stock, page 5; Accounts and Records: Accounts and Records Findings,
page 38; Accounts and Records: Miscoded Direct Written Premiums, page 41; Accounts and
Records: Reinsurance, page 44; Notes to Financial Statements – Payable for securities, page
85; Notes to Financial Statements – Aggregate write-ins for liabilities - Other Liabilities,
page 86; Notes to Financial Statements – Aggregate Write-ins: Deferred Commissions, page
86)

7. It is recommended that the Company ensure that subledger detail reconciles to the General
Ledger, and that any unidentifiable differences are reconciled in a timely manner. (See
Accounts and Records: Accounts and Records Findings, page 38; Compliance with Prior
Report Recommendations: Reinsurance Payable on Paid Loss and LAE, page 89)

8. It is recommended that the Company implement controls to ensure proper coding of direct
written premium to the appropriate insured state or territory. Miscoded premiums can result
in the over payment of premium taxes to some jurisdictions, and an under payment of
premium taxes to others. (Accounts and Records: Miscoded Direct Written Premiums, page
41)

9. It is again recommended that the Company report assumed reinsurance payable on paid
losses and loss adjustment in compliance with SSAP 62 paragraph 40, NAIC Annual
Statement Instructions, and 18 Del.C. §526(a). (See Accounts and Records: Reinsurance,
page 42; Compliance with Prior Report Recommendations: Reinsurance Payable on Paid
Loss and LAE, page 88)

10. It is recommended that the Company accurately report reinsurance balances with affiliates in
its Annual Statement Schedule F in accordance with 18 Del.C. §526(a), NAIC Annual
Statement Instructions, and that all inter-company balances mirror the associated affiliate
balances. (See Accounts and Records: Reinsurance, page 42)

11. It is recommended that the Company correct reinsurance control inadequacies that have been
identified during its remediation process, and continue to identify, quantify and correct
misstated balances. (See Accounts and Records: Reinsurance, page 43)

12. It is recommended that the Company properly allocate and record all contingent reserves or
adjustments associated with the reinsurance contracts in dispute or where collection has not
occurred in accordance with the contract terms and/or regulatory requirements, as well as
SSAP No. 62, paragraphs 54-56, NAIC Annual Statement Instructions, and 18 Del.C.
§526(a). (See Accounts and Records: Reinsurance, page 43)

13. It is recommended that the Company establish complete and adequate credit exposure
reserves for reinsurance recoverable exposures. (See Accounts and Records: Reinsurance,
page 44)
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14. It is recommended that the Company report in Schedule F, Part 3 its respective summary of
reinsurers with balances less than $100,000 in Schedule F in accordance with NAIC Annual
Statement Instructions and 18 Del.C. §526(a), rather than booking the aggregate total to LIC.
(See Accounts and Records: Reinsurance, page 44)

15. It is recommended that the Company report cash received but not allocated to a specific
policy as "Remittances and items not allocated" in accordance with NAIC Annual Statement
of instructions, SSAP 67, paragraph 9, and 18 Del.C. 526(a). (See Accounts and Records:
Uncollected Premiums and Agents’ Balances, page 45)

16. It is recommended that the Company reconcile its OLD G/L account, and properly report
balances in appropriate balance sheet line items in accordance with NAIC Annual Statement
Instructions, and 18 Del.C. 526(a). (See Accounts and Records: Outstanding Loss Drafts
and Escheat: Reconciliation of OLD, page 47)

17. It is recommended that Management expand its operational guidelines to encompass
adequate tracking of outstanding loss checks $50 and under, and facilitate appropriate contact
with the Payee via phone or mail. (See Accounts and Records: Outstanding Loss Drafts:
Checks $50 and Under, page 48)

18. It is recommended that the Company commit resources to provide the following with regards
to escheating uncashed checks:

 Develop written procedures for escheating checks $50 and under, when these
are determined escheatable under state time tables;

 Undertake procedures to track outstanding checks ($50 and under), and
include these checks in the Abandoned Property Reports;

 Review its escheat system for proper tracking and reporting of Escheatable
funds, as a means to locate checks that have not been or remain unremitted to
the appropriate states;

 Verify that remittance of all outstanding loss checks from 1996 and prior
(over and under $50) have been escheated to the appropriate state. If the
applicable state cannot be determined, the escheatable item should be
escheated to the Company's state of domicile.

(See Accounts and Records: Outstanding Loss Drafts and Escheat: Escheat Review,
page 48)

19. It is recommended that the Company properly age agents' balances and determine the Over
90 non-admitted portion in accordance with 18 Del.C. §1101 (5) and SSAP 6, paragraph 9,
but in particular ensuring that the Over 90 is calculated in compliance with SSAP 6,
paragraph 9(c). Netting of debits and credits between agents and between unrelated policies
is not allowed in accordance with SSAP 6. (See Uncollected Premiums and Agents’
Balances, page 74)

20. It is recommended that the Company report amounts unrelated to agents’ balances, i.e., Cash
Loss Advances (CLA), in accordance with NAIC Annual Statement Instructions, 18 Del.C.
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§526(a) and SSAP 6, verifying that all financial and non-financial data is reported accurately,
completely, and appropriately. (See Uncollected Premiums and Agents’ Balances, page 74;
Notes to Financial Statements: Aggregate Write-ins for Other than Invested Assets – Other
Assets, page 77)

21. It is recommended that in future periods the Company non-admit the intercompany
recoverable established under GL 12700373 for cash paid in bulk to AI Facilities for future
(furniture, rent and other office) expenses it will incur in accordance with SSAP 20,
paragraph 2 of SSAP 29, NAIC Annual Statement Instructions, and 18 Del.C. §526(a). (See
Notes to Financial Statements: Receivable from parent, subsidiary and affiliates, page 75)

22. It is recommended that the Company ensure compliance with settlement terms of the Inter-
company Pooling Agreement and (AIG) Service and Expense Agreement, by settling
intercompany balances in accordance with its Intercompany Pooling and Service and
Expense Agreements. (See Notes to Financial Statements: Receivable from parent,
subsidiary and affiliates, page 76)

23. It is recommended that the Company properly accrue for all profit and sliding scale
commission that may be contained in the Company’s executed reinsurance contracts. (See
Notes to Financial Statements: Ceded reinsurance premiums payable, page 81)

24. It is recommended that the Company categorize the authorized and unauthorized reinsurance
in accordance with the authorized reinsurer listings of the Delaware Insurance Department.
Any changes in the security mechanisms that support the Delaware rating should also be
considered in the assignment of the authorized status. (See Notes to Financial Statement,
Provision for reinsurance, page 81)

25. It is recommended that the Company reported issued, but uncashed checks, as well as other
liabilities and assets, which do not meet the definition of Drafts Outstanding, in appropriate
balance sheet line items in accordance with NAIC Annual Statement Instructions, SSAP 2,
and 18 Del.C. 526(a). (See Notes to Financial Statements: Drafts Outstanding, page 83)

26. It is recommended that the Company ensure balances classified as Receivables/Payables for
Securities are classified in accordance with NAIC Annual Statement Instructions and SSAP
21. (See Notes to Financial Statements: Payable for securities, page 85; Notes to Financial
Statements: Aggregate Write-ins for Other than Invested Assets – Other Assets, page 77)

27. It is recommended that the Company implement policies, procedures and controls to ensure
timely reconciliation, and accurate reporting of financial information. (See Notes to
Financial Statements: Aggregate write-ins for liabilities – Other liabilities, page 86)

CONCLUSION

The following schedule shows the results of this examination and the results of the prior

examination with changes between the examination periods:
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Description December 31, 2002 December 31, 2005
Increase

(Decrease)

Assets $5,180,842,005 $10,512,832,957 $5,331,990,952

Liabilities $3,516,998,747 $8,053,587,209 $4,536,588,462

Aggr. Write-in: Special Surplus Fund 0 3,055,132 3,055,132
Common Capital Stock 5,000,000 5,000,000 0

Gross Paid In and Contributed Surplus 333,819,957 333,819,957 0
Unassigned Funds (Surplus) 1,325,023,301 2,117,370,659 792,347,358

Total Surplus as Regards Policyholders $1,663,843,258 $2,459,245,748 $795,402,490

Totals $5,180,842,005 $10,512,832,957 $5,331,990,952

The assistance of Delaware’s consulting actuarial firm, INS Consultants, Inc. and its

Information Technology consulting firm, INS Services, Inc. is acknowledged. In addition, the

assistance and cooperation of examiners representing the states of Alaska, California, Colorado,

Pennsylvania, Illinois, Louisiana, New Jersey, and New York in the AIG DBG coordinated

examinations, as well as the Company’s outside audit firm, PwC, the Company’s consulting

actuary, Milliman, Inc., and the Company’s management and staff was appreciated and is

acknowledged.

Respectfully submitted,

_______________________________
Keith E. Misenheimer, CFE
Examiner-In-Charge
State of Delaware
Northeastern Zone, NAIC
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SUBSEQUENT EVENTS

Inter-Company Pooling Agreement – Amendment 1

On November 6, 2006, a Holding Company Form D request from the Company was

submitted to the Delaware Insurance Department to amend the Intercompany Pooling Agreement

to address a recommendation made in the Landmark Insurance Company Report of Financial

Examination as of December 31, 2002. Ceded reinsurance has historically been shown in each

pool member’s Annual Statement Schedule F as cessions by each member of the intercompany

pool in proportion to its respective pooling percentage, notwithstanding that some reinsurance

agreements show only Lexington, the lead member of the pool, as the ceding company. This

practice however, was not supported by the language of the original agreement. Lexington and

Starr Excess intend to document treaty cessions by each pool member on a going forward basis.

The proposed amendment addresses in force reinsurance agreements, future facultative

placements, and the treatment of any collateral provided in connection therewith.

The proposed amendment to Article IV of the Inter-Company Pooling Agreement is as

follows:

“All reinsurance, other than that provided by the pooling effected hereunder, that
is placed by Lexington or any other Pool Member shall be deemed to be placed on
behalf of all Pool Members assuming liability hereunder, and each such Pool
Member shall participate in such reinsurance in proportion to its fixed percentage
of participation in the pool. Any security given by the reinsurers for such
reinsurance shall be for the benefit of each Pool Member in proportion to its fixed
percentage of participation in the pool.”

On November 16, 2006, the Delaware Insurance Department approved the proposed

amendment to the Inter-Company Pooling Agreement.
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Capital Maintenance Agreement between LIC and AIG

On February 8, 2007, AIG issued a renewal of the CMA in accordance with Paragraph 7

of the February 27, 2006 CMA letter. Effective upon the filing of the Company’s 2006 Annual

Statement with the Delaware Insurance Department, the renewal agreement supercedes and

replaces the previous CMA agreement. The obligations under the February 8, 2007 renewal

CMA agreement terminate without the need for any action on June 15, 2008, unless extended in

writing prior thereto, in accordance with Paragraph 5.

Custodial Agreement

As previously noted, on June 2, 2006, the Company issued a first amendment to the

amended and restated Custodial Agreement with Mellon Bank N.A., incorporating language as

required by Delaware Statutes, and the NAIC Examiner’s Handbook. Although this first

amendment addressed the bulk of the required clauses missing from the November 9, 1998

amended Custodial Agreement, there remained additional required language that had not been

incorporated. Consequently, in October of 2006, the Company provided the examiners with a

proposed final amendment to the Custodial Agreement to address all required statutory and

NAIC Examiner Handbook custodial agreement language. The purpose of this final amendment

is to develop a custodial agreement that will not only be accepted by Mellon Bank, but also be

accepted by other state insurance departments to become AIG’s universally accepted custodial

agreement format for DBG insurance entities. As of March 31, 2007, the agreement has been

accepted by the Delaware Insurance Department, and is in the process of being executed by the

Company and Mellon.
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Reconciliation and Remediation

The reconciliation and remediation efforts are continuing into 2006 and 2007 on DBG

entity general ledger accounts. This significant effort by management to reconcile and remediate

G/L accounts reflects the magnitude of the material weaknesses noted by its outside auditor,

PwC. AIG management, in its efforts to mitigate any risk of material misstatement of its

financial statements for the DBG companies established a FAS 5 reserve for certain business

segments/profit centers since they affect the entire DBG P&C group of companies. The total

FAS 5 reserve set up in 2005 was $1.8 billion of which $92.7 million was allocated to the

Surplus Lines Pool. As of December 31, 2006 the DBG companies reported a FAS 5 reserve of

$1.620 billion. This amount reflects the effects of increases to and write offs of the prior year’s

FAS 5 reserve, even though the FAS 5 reserve was actually increased in 2006. The total FAS 5

reserve allocated to the Surplus Lines Pool in 2006 was $134,826,689. Refer to the “Accounts

and Records” section of this Report, under the captions “Remediation of Material Weaknesses in

Internal Controls over Financial Reporting,” and “Allowance Provision – FAS No. 5 -

Accounting for Contingencies” for details regarding remediation of material weaknesses in

internal controls and the Company’s established FAS 5 reserve.

Outstanding Loss Drafts

Management surmised a contra liability for the Surplus Lines Pool of $33,164,902 for the

OLD G/L account / Drafts Outstanding balance sheet account at December 31, 2006.

Management attributed this negative liability to 2005 and prior year balances, which can not be

supported. For exam reporting purposes, the unsupported FAS 5 reserve balance (receivable of

$33,164,902, resulting in a favorable surplus gain) has not been admitted for exam reporting
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purposes at December 31, 2005, due the lack of underlying support documentation for which this

FAS 5 reserve was established.

It was noted to Management, that in its 2006 Annual Statement, liabilities continued to be

inappropriately misclassified as Outstanding Loss Drafts. The Company does not issue drafts,

only checks and wire transfers. Management acknowledged that these liabilities will be

reclassified and appropriately stated beginning with the 2007 quarterly financial statements.

It should be noted that management concluded that it had fully reconciled the

Outstanding Loss Drafts GL account for 2006 on a legal entity basis; however, management did

not reconcile this account for 2005 and prior years.

Miscoded Direct Written Premiums

As noted in the “Accounts and Records” section of this Report, under the caption

“Miscoded Direct Written Premium”, prompted by inquiries made by Delaware and other state

Insurance Departments, it was determined that various AIG Profit Centers were erroneously

writing business on inappropriate/unlicensed legal entity paper. As a result, some Companies

possess a considerable number of unlicensed, but in-force policies. Realizing the seriousness of

this issue, AIG began a significant effort in mid-2006 to implement controls to address this

underwriting compliance issue. As represented by management, it is anticipated that by mid-

March 2007, programming controls will be implemented, which will only allow policies to be

written in a particular state on appropriate/admitted legal entity paper. However, one caveat was

noted. As the profit centers have determined that customer service issues would arise from

“reissuing” unlicensed, but currently in-force polices, no corrective action will be taken with

regards to these in-force polices. Rather, the new underwriting controls will accommodate these
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policies by setting dates after which renewal of currently in-force policies (and new policies) will

not be permitted.

Permitted Practice Requests

On January 30, 2007, DBG requested two, year-end 2006, permitted practices from the

states of Delaware, New York, and Pennsylvania. The permitted practices requested represented

a continuation of the year-end 2005 permitted practices requests regarding departure from SSAP

48 and SSAP 88, paragraph 8, previously acknowledged (but not adopted) by the Delaware

Insurance Department on October 13, 2005, and May 1, 2006, respectively. Refer to the

“Accounts and Records” section of this Report, under the caption “Permitted Practices” for

information regarding the 2005 permitted practices. Although the Delaware Insurance

Department has not adopted any of the prescribed or permitted practice requests, the Department

has permitted the Company to utilize the Independent audit of the Company’s Parent (the

combined upstream holding company) to support the requirement for audited U.S. GAAP equity

of the investments in non insurance and foreign insurance entities, i.e., departure from SSAP 88,

paragraph 8.

Additionally, the Department has also permitted the Company to utilize audited financial

statements prepared on a basis of accounting other than U.S. GAAP to value investments in joint

ventures, limited partnerships and hedge funds, i.e., departure from SSAP 48.

Direct Policies- Risk Transfer Policy

The 2006 Annual Statement “Notes to Financial Statements” comments on the

accounting policy for certain direct policies that do not transfer risk. Those comments are as

follows:

“Premium contracts have generally been accounted for as insurance in
accordance with SSAP No. 53, entitled Property Casualty Contracts – Premiums
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(SSAP 53). Direct insurance transactions for which there was insufficient risk
transfer have been accounted for using deposit accounting, unless (i) the policy
was issued in respect of the insured’s requirement for evidence of coverage
pursuant to applicable statues (insurance statues or otherwise), contractual terms
or normal business practices, (ii) in respect of an excess insurer’s requirement for
an underlying primary insurance policy in lieu of self insurance, or (iii) in
compliance with filed forms, rates, and/or rating plans.”

A letter agreement between Delaware and other Domiciliary Insurance Departments

allows this accounting practice but is under continued discussion and possible review by the

National Association of Insurance Commissioner Statutory Accounting Practices and Procedures

Working Group.

Reinsurance

Subsequent to the examination date, the following transactions occurred related to the

Company’s reinsurance program:

On January 19, 2006 a Holding Company Form D request from the Company was

granted by the Department to increase the Parental Letter of Credit for ceded unauthorized

reinsurers from its 2005 level of $300 million to a 2006 level of $460 million. The distribution

over the three surplus lines pool companies follows the pooling percentages.

On January 19, 2006 a Holding Company Form D request from the Company was

granted by the Department to enter into a reinsurance agreement between each of the surplus

lines companies (insured) and National Union Fire Insurance Company of Pittsburgh, Pa

(reinsurer) effective January 1, 2006. The contract is titled the “Domestic Property Catastrophe

Excess of Loss Agreement”. The coverage is for various property lines, with retentions limits

are as follows:

Layer Retention Limit
First $ 750 million $ 53 million
Second $ 805 million $592 million
Third $1,395 million $205 million
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On January 19, 2006, a Holding Company Form D request from the Company was

granted by the Department to enter into a reinsurance agreement between each of the surplus

lines companies (insured) and subscribing reinsurers (CCAA) including Transatlantic

Reinsurance Company (Reinsurers). The contract is titled “Casualty Quota Share Reinsurance

Contract.” The coverage is a 30% quota share on a net liability limit of $150 million.

On August 24, 2006 the Company informed the Department that a non-affiliate special

purpose Bermuda reinsurer (limited-life class 3 Bermuda reinsurer or sidecar) had been formed

named Concord Re Ltd, with a total capitalization of up to $750 million. Concord Re Ltd will

enter into a collateralized quota share reinsurance treaty with its sole cendant Lexington

Insurance Company, reinsuring the Surplus Lines Pool’s domestic commercial property business,

with cessions up to as much as 20% pro-rata share. As of December 31, 2006, the surplus pool

companies reported ceded premium of $118.3 million (LIC - $94.7, SELIC - $21.3, LAND -

$2.3).

Hannover Ruckversicherungs AG

Subsequent to December 31, 2005, Hannover Ruckversicherungs AG provided the

Lexington Pool with full security based on a 3Q06 collateral call. Additionally, at year-end

2006, the Schedule F’s of the Lexington Pool companies reflected no unsecured obligations from

Hannover. (In fact, such companies were over funded by $33M.) Unlike year-end 2004 and

2005, Hannover is now reflected as an unauthorized reinsurer.

Investigations and Settlements

In 2006, Management indicated that AIG (Parent) was involved in investigations by

Federal and State jurisdictions. In the 2006 Annual Statement “Notes to the Financial

Statement”, management disclosed the following:
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“Effective February 9, 2006 AIG reached a resolution of claims and matters under
investigation with the United States Department of Justice (“DOJ”), the United States
Securities and Exchange Commission (“SEC”), the Office of the Attorney General of the
State of New York (“NYAG”) and the New York Insurance Department (“NYDOI”).
The settlements resolved outstanding litigation and allegations by such agencies against
AIG in connection with the accounting, financial reporting and insurance brokerage
practices of AIG and its subsidiaries, as well as claims relating to the underpayment of
certain workers compensation premium taxes and other assessment s. As a result of these
settlements, AIG recorded an after tax charge of $1,150,000,000 in the fourth quarter of
2005, and made payments or placed in escrow approximately $1,640,000,000 including
(i) $375,000,000 into a fund under the supervision of the NYAG and NYDOI to be
available principally to pay certain AIG insurance company subsidiary policyholders who
purchased excess casualty policies through Marsh & McLennan Companies, Inc. and in
connection with the underpayment of certain workers compensation premium taxes and
other assessments.

Various state regulatory agencies are reviewing certain other transactions and practices of
AIG and its subsidiaries, including the Company in connection with certain industry wide
and other inquiries including, but not limited to, insurance brokerage practices relating to
contingent commissions and the liability of certain AIG subsidiaries, including the
Company, for taxes, assessments and surcharges relating to the underreporting or
misreporting of workers compensation premium”

Management also noted that in August 2006, the NAIC formed a Settlement Review

Working Group to review the Workers Compensation Residual Market Assessment Portion of

the settlement between AIG, NYAG and the NYDOI.

AIG Settlement with C. V. Starr & Co.

The regular meeting of the Board of Directors' minutes held December 12, 2006 reflected

approval of a confidential settlement agreement between AIG and C. V. Starr & Co. Parties to

the agreement included AIG, and various insurance company subsidiaries, including but not

limited to ASLIC, LIC, LAND, and SELIC (collectively the "AIG Companies"), and C. V. Starr

& Co., Inc., and its insurance agency subsidiaries (collectively the "Starr Agency Parties").

The settlement provided for a global resolution of multiple disputes arising out of the

historic business relationships between the AIG Companies, and the Starr Agency Parties under

which the Starr Agency Parties served as managing general agents for various AIG Companies.
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The agency relationships were dissolved in 2006, which resulted in disputes concerning the

rights to insurance business generated through the agencies, and certain trademarks and business

names associated therewith.

Other – 2006 Financial Statements – Borrowed Money

From a review of the 2006 Annual Statement Balance Sheet, management established a

liability under the caption “Borrowed Money” for $14,253,524. Management’s explanation was

that the liability was established as a result of collateral received under securities lending

agreements for which an asset was reflected on the Balance Sheet under the caption “Aggregate

write-ins for invested assets.” The stated liability may be more appropriate under another

liability caption, or as a contra asset under “Aggregate write-ins for invested assets” as long as

reporting is made in compliance with SSAP 91, paragraph 58, which states in part

"...Collateral provided in securities lending transactions that is accounted for as secured
borrowings shall be reported and disclosed like other collateral, as set forth in paragraphs
12 and 56."


